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PREFACE 


W ITH this volume l^he A B C oj the Federal 
Reserve System appears in its eleventh edi- 
tion Of the previous editions over sixty-four 
thousand copies have been sold. 

The book was first published in 1918, when the 
federal reserve system was less than four years old 
and while the United States was in the throes of the 
World War. It was written in response to a sug- 
gestion made to the author by the late Henry B. 
Thompson, a director of the Federal Reserve Bank 
of Philadelphia, “to write a brief A B C of the newly 
established federal reserve system that would 
enable the ordinary American citizen not having 
technical economic training to understand why tlie 
federal reserve banks were established and what 
services they were performing.” Mr. Thompson 
said that in a democracy at all times, and particu- 
larly in time of war, it was exceedingly important 
that the electorate should have at least an ele- 
mentary understanding of the nation’s currency 
and banking system and that he believed it to be 
the author’s patriotic duty as a citizen to write a 
book that would serve this purpose 
During the quarter century of its history the 
federal reserve system has undergone at the hands 
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of Congress several fundamental changes, and 
numerous minor changes. On this statutory foun- 
dation there has been built up an enormous super- 
structure of legal interpretations and administra- 
tive regulations and practices. From the beginning 
the system has been a growing organism, adapting 
Itself to an environment that has been undergoing 
frequent changes, both economic and political. 
Under such conditions any description of the fed- 
eral reserve system has quickly become outdated. 
This explains why this book is now appearing in 
Its eleventh revised edition and why the text of 
this edition is three times as long as that of the 
first edition and 69 per cent longer than that of the 
ninth edition published only six years ago. 

In the preparation of the ninth and tenth edi- 
tions of tins book the author received invaluable 
aid from Professor James G. Smith and Dr. 
Courtnay H Pitt, and in the preparation of the 
eleventh edition he received like aid from Professor 
C. R Whittlesey, all of which he wishes gratefully 
to acknowledge 
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CHAPTER I 


Purpose and Plan of Book 

T his book is an attempt to tell in non-technical 
language the chief reasons why the federal re- 
serve system was called into being, the main 
features of its organization, and how it works. Al- 
though the Federal Reserve Act of 1913 is one of 
the most important pieces of financial legislation 
enacted in modern times, and although it has been 
in operation for a quarter of a century, many 
of our people are still unfamiliar with its fun- 
damental principles. It is looked upon by the 
majority of people as too technical and complicated 
to be understood except by bankers and econo- 
mists As a consequence there has been a lack of 
public interest in the workings of the system and 
in the important legislative and administrative 
modifications which the system has undergone 
since its establishment. This is not surprising when 
one considers the complex character of much of the 
federal reserve machinery and the technical lan- 
guage in which this machinery is usually described. 
In a democracy, however, widespread ignorance, 
among the voters, of the country’s financial system 
IS fraught with danger. 

By the beginning of the second decade of this 
century America’s leading manufacturing, trans- 
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portation and commercial concerns had attained 
heights of economic efficiency, which made them 
the envy of foreigners. None, however, envied us 
our banking system. None followed it except soon 
regretfully to turn back. This was true, despite the 
fact that our old American banking system had 
many substantial merits. It was, for example, 
adaptable to the local needs of widely varying 
communities, and it had developed the check and 
clearing system to a degree of perfection found in 
few if any other countries. Along with these mer- 
itorious features, however, it contained a number 
of serious defects. The chief of these may be 
grouped conveniently under four heads: I. Decen- 
tralization. II. Inelasticity of credit. III. Cumber- 
some exchange and transfer system. IV. Defective 
organization as regards relationship with the Fed- 
eral Treasury. In the succeeding four chapters 
these four groups of defects will be considered, and 
in the nine chapters following will be discussed the 
respective remedies provided by the federal re- 
serve system as well as the development of the 
system itself 



CHAPTER II 


Decentralization of American Banking 
Prior to Federal Reserve System 

I N 1912 the United States had many tunes more 
commercial banks than any other country in the 
world, and these banks were much smaller, on the 
average, than those of any other important country. 
Official figures at that time placed the number of 
independent banking establishments of all kinds 
in the United States at approximately 30,000, and 
of this number something like 28,000 were banks 
whose business was wholly or partly of a commer- 
cial character. These commercial banks were owned 
for the most part by the residents of the com- 
munities in which they were situated, and the 
business of most of them was chiefly local in 
character. The great majority of “national banks” 
were national in name only. Except for the rather 
loose association of the banks in the clearing houses 
of our principal cities, and except for a growing 
community of interest, most of these banks were 
independent units, each working for itself. There 
was little team work. In times of threatened panic 
the different parts of the system worked at cross 
purposes. They were without effective leadership 
at those tunes when prompt cooperation under 
national leadership was urgently needed. 
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Reserves Widely Scattered 

The most serious feature of this decentraliza- 
tion was the wide scattering of reseives. Thiity 
thousand different banks meant 30,000 cash re- 
serves, and these reserves for the commercial banks 
were more than the mere “till money” which the 
“cash balances” of most foreign banks represent. 
They were actual reserves, substantial in amount, 
upon which the banks placed their prime depen- 
dence in times of emergency/. It is true that most 
banks had so-called “deposited reserves,” namely, 
funds on deposit in other banks, which they were 
allowed to coimt as part of their “legal reserves”, 
and they had so-called “secondary reserves,” 
namely, funds invested in securities and call loans, 
which were supposed to be quick assets that could 
be liquidated at once in time of need. Strictly speak- 
ing, however, neither of these “reserves” was a 
reserve at all. The deposited reserve was after all 
merely a deposit m another bank, which the de- 
positary bank loaned out — ^fiequently at call on 
the stock exchange — and against which it held its 
own reserve, a reserve which in turn was often 
further attenuated by being placed on deposit in a 
third bank, there likewise to be loaned out on stock 
exchange collateral. In times of emergency, there- 
fore, the “deposited reserve” could be realized 
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Upon only to the extent that call loans could suc- 
cessfully be called, and this meant to the extent 
that stock exchange secuiities could be sold 
In times of threatened panic, howevei, stocks 
and bonds cannot be sold on any extensive scale 
except at great saciifices and at the risk of financial 
collapse. Experience had shown that secuiities 
were not sold to any large extent by banks at such 
times The losses would have been too great. The 
result was that in times of seiious danger the banks 
of the country were foiced to rely chiefly upon 
their own cash reserves, which, as a consequence, 
had to be maintained at a high level — higher than 
in most othei advanced countries. This situation 
gave the vault reserve in American commeicial 
banks an importance not found in the commercial 
banks of Euiope. European joint-stock banks noi- 
mally carry little cash in vault; they place their 
reliance for emergency funds directly oi incliiectly 
upon the central banks. In America bank leserves 
were so scattered and so jealously guarded that in 
times of threatened panic they weie comparatively 
ineffective in staying the storm. The situation was 
analogous to what would happen today if, after 
drilling our American army to a high point of fight- 
ing efficiency, we should scatter the men in small 
units all over the United States to protect die 
country from a threatened invasion. Each com- 
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munity would jealously retain its own squad of 
soldiers, but if the invader should come, the effi- 
ciency of our well-drilled soldiers would be prac- 
tically ml The point of the illustration will be clear 
to everyone who can remember the mad scramble 
for reserve money on the part of banks throughout 
the country at the time of the panic of 1907. Our 
supply of reserve money was large In fact we had 
at that time in the United States the largest supply 
of monetary gold in the world It was ineffective, 
however, because it was so widely scattered. 

Reserves Immobtle 

Obviously a country’s reserve money must be 
concentrated mainly in one reserve or, at most, in 
a few large reserves, if it is to be effective It must 
be marshalled in armies, not scattered in small 
squads But these armies must be mobile so that 
they can be quickly moved, singly or in combina- 
tions, to places of threatened attack. An army’s 
mobility IS a big factor in its efficiency — a truth 
which the great mobility of the armies of the 
Central Powers in the World War emphasized. Our 
American bank reserves were not only scattered, 
they were also immobile. There was no effective 
way of quickly gathering them together and mass- 
mg them at the points of financial danger. 
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These then were the three most serious phases 
of our banking decentralization: (i) Absence of 
a responsible national conservator of the money 
market, like the Bank of France or the Bank of 
England. ( 2 ) Scattered bank reserves (3) Immobile 
bank reserves. 
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Inelasticity or American Bank Credit Prior 
TO Federal Reserve System 

T he second group of defects of the old banking 
system — defects closely related to those of de- 
centralization — ^were those of credit inelasticity A 
large part of the country’s current business in 
normal times is carried on by means of funds bor- 
rowed fiom commercial banks. These borrowed 
funds are left on deposit with the banks, and the 
deposits are circulated by means of checks, the 
debits and credits of individual accounts being 
offset m such a way that the total volume of com- 
mercial deposits in the country do not normally 
vary greatly in short periods of time. 

Extent to Which Bank Credit Is Used as a 
Medium of Exchange 

An approximate idea of the amount of business 
normally transacted through the instrumentality 
of this so-called deposit currency may be obtained 
from the followmg figures. The amount of bank 
deposits transferable on demand by check held in 
the commercial banks of the United States in the 
pre-depression year 1928 was probably in the 
neighborhood of ^22 billion Exact figures are not 
available. Five years previously, Dr. W. Randolph 
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Burgess concluded on the basis of a rather extended 
study that “a reasonable estimate would place the 
velocity of circulation for the country as a whole 
at a rate somewhere between 25 and 35 times a 
year, and piobably under rather than over 30.”^ 
This means that, on the average, at that time, for 
every dollar kept on deposit throughout the year 
by individuals, corporations and governmental 
bodies, in check accounts of commercial banks, 
something like thirty dollars of check tiansactions 
were made. The total volume of business effected 
by checks during the year 1928 for the entire 
country was therefore about $660 billion 

But this was not all the transactions effected by 
media of exchange created by our banks Investiga- 
tions made for the National Monetary Commission 
in 1909 by David Kinley showed that between 80 
and 85 per cent of the country’s total business was 
transacted by means of checks. This percentage 
doubtless increased substantially by 1928 as a 
result of the development of the federal reserve 
system and other improvements in our banking 
facilities. If we assume that by 1928 the proportion 
of our total business done by means of checks had 
risen to 90 per cent, we arrive at I73 billion (namely 
10/90 of the amount of business done by checks) as 
the amount performed by means of money inclusive 

* BurgesSj W Randolph, “Velocity of Bank Deposits,” Journ Amer 
Statistical Assoc , June 1913, pp 
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of bank notes. Approximately 48 per cent of the 
money in circulation in 1928 consisted of federal 
reserve notes and national bank notes — namely, 
bank money. Adding to the $660 billion of business 
transacted by means of deposit currency during 
the year 48 per cent of the ^73 billion business 
estimated to have been transacted by money, we 
have $6g 5 billion per year, or nearly $2 billion a day, 
as an approximate estimate of the total amount of 
business transacted in 1928 by means of circulating 
bank credit — deposits and bank notes. 

It may be noted here, parenthetically, that the 
total amount of money in circulation in 1928 was 
approximately ^4.8 billion (inclusive of federal 
reserve notes and national bank notes). Hence, if 
this amount of hand-to-hand currency performed 
directly $73 billion of business during the year, the 
average rate of monetary turnover m the United 
States in 1928 was approximately 15. This is just 
half the estimated rate for bank demand deposits. 

The amount of money and of deposit currency 
which a country needs to carry on its business, at a 
price level in equilibrium with the price levels of 
other countries, depends primarily upon the 
amount of business or of money work to be done. 
In years of active business a larger supply of cir- 
culating media is needed than in years of business 
depression. Furthermore, in a country hke the 
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United States, in which agriculture is a partic- 
ularly important industry, there are pronounced 
seasonal fluctuations in the amount of business 
to be done, and consequently in the demand 
for cash and for deposit currency. One impor- 
tant postulate of a good banking system is its 
capacity to adjust the supply of deposit currency 
and of bank notes to variations in trade demands, 
increasing it, for example, at the time of the heavy 
crop-moving demands in the fall, and reducmg it 
at the time of inactive business, which normally 
sets in shortly after the opening of the year. Ca- 
pacity to contract the circulating media when bus- 
iness demands decline is as important as capacity 
to expand them when these demands increase. 

Under the old rdgime our American bank credit, 
both note and deposit, was peculiarly inelastic, 
although the seasonal character of much of the 
country’s business is such as to make credit elas- 
ticity a desideratum of unusual importance in the 
United States. 


Bank-note Inelasticity 

Our national bank notes, which should have 
furnished the elastic element in the country’s hand- 
to-hand money, were notoriously inelastic. Na- 
tional banks were authorized to issue these notes 
by depositing, with the government. United States 
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bonds equal in par value to the notes issued d The 
banks were supposed to realize a “double piofit” on 
the bank notes, namely, interest on the bonds, and 
interest on the notes when they were loaned out as 
money. After 1900 the bonds used, however, were 
mosdy 1 per cent bonds of 1930.^ The issuance of 
bank notes mvolved a number of incidental ex- 
penses, including a semi-annual tax of one-fourth 
of I per cent upon the amount of notes issued, and 
the maintenance with the government of a 5 per 
cent redemption fund. Furthermore, not more than 
$100 m notes could be issued against $100 par value 
of bonds, regardless of how high a premium the 
bonds bore in the market Since these issues of 
bonds sold substantially above par during the 
greater part of their life, the banks usually realized 

1 If the market value were below the par value, however, additional 
bonds were to be deposited so as to make the market value at least equal 
to the value of the notes issued In recent years the market value of these 
bonds, down to the time of their retirement m 1935, was usually above the 
par vdue 

’ The a per cent Consols of 1930 were issued under authority of the 
Act approved March 14, 1900 They were dated Apnl i, 1900, and the 
law provided that they should be payable at the pleasure of the United 
States after thirty years from the date of their issue The bonds were 
given accordingly an indeterminate matunty after Apnl 1, 1930 The 
Panama a per cent bonds likewise were subject to call and both senes 
had fixed maturities, one in 1936 and the other m 1938 On June 30, 1930, 
a total of 51666,1x9,7 50 of an aggregate total of $674,615,630 of these bonds 
outstanding, was on deposit with the Treasury of the United States as 
security for the issue of circulating notes by nauonal banks Annual 
Report of tie Secretary of the Treasury of the United States for 1930, pp 
15-6. 
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considerably less than lyi per cent net interest on 
them. 

Obviously the higher the premium paid on the 
bonds, other things equal, the lower the net interest 
yield; and the lowei the premium, the higher the 
yield. The result was a tendency for the banks to 
buy bonds and increase their bank-note circulation 
when the price of bonds declined and to decrease 
their circulation when the price rose. Thus, the 
expansion and contraction of the bank-note circula- 
tion was not, as it should have been, in response to 
variations in trade demands, but in response to 
variations in the price of the government debt. 
This often gave an inverse elasticity, since the price 
of government bonds often declined at times when 
business was slack and the currency was already 
redundant, and often rose at times when business 
was active and an increase in the bank-note circula- 
tion was desnable. In other words, the bank-note 
circulation frequently declined at just the time 
when business needs demanded an increase, and 
increased when the business situation called for a 
decline. The character of these fluctuations will be 
seen from Chart I ^ 

From season to season the bank-note circulation 
was unresponsive to varying trade demands. There 
was considerable delay and red-tape involved in 

^ Figures plotted on the chart do not include the issues of Aldnch- 
Vrecland emergency notes See note 2, p 15 
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obtaining the necessary bonds, depositing them at 
Washington and obtaining bank notes for circula- 
tion; and these obstacles, together with the expenses 
involved and the restrictions upon the subsequent 
retirement of notes once issued,^ made it imprac- 
ticable for banks to meet temporary needs for 
additional currency, like those of the crop-moving 
period, by issuing additional notes About all that 
can be said in favor of this seasonal elasticity of 
the national bank notes is that banks planning to 
increase permanently their bank-note circulation 
tended to make the increase in the fall when the 
demands for currency were normally largest. In 
the matter of seasonal elasticity our national bank- 
note circulation showed up very unfavorably in 
comparison with the bank-note circulation of 
Canada, which, under the system of branch banks 
and an asset bank-note currency, was highly re- 
sponsive to seasonal variations in currency needs. 
The contrast will be made clear by Chart II 
showing the variations in the monthly bank-note 
circulation of the two countries prior to November 
1914, the month when the federal reserve banks 
were opened.® 

* Down to May 30, igo8, the law limited the amount of national bank 
notes that could be withdrawn m any one calendar month to $3 milhon. 
On that date the law raised the limit to Jg million 

’ The figures plotted on the chart do not include the circulation of the 
so-called Aldrich-Vreeland emergency notes, which were first issued in 
August 1914, reached their maximum in October, and were all retired by 
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In times of crisis national bank notes could not 
be depended upon to provide the additional cur- 
rency needed. Government bonds were usually 
difbcult to obtain on favorable terms at such times, 
and the machinery for taking out new circulation 
worked too slowly. Some progress was made in the 
direction of improving the system in this regard 
during the latter years of the old regime, and, as a 
result of strong appeals to the banl^ and of active 
assistance from the Tieasury Department, there 
was some helpful increase in the national bank- 
note circulation at tire time of the panic of 1907 
and the crisis of 1914. At best, however, the bond- 
secured notes were a weak reed to rest upon in 
time of crisis. 

Inelasttctty of Deposit Credit 

Our loan and deposit credit was likewise deficient 
in the quality of elasticity. Rigid legal minima for 
bank reserves set up an obstacle to loan and deposit 
expansion at times of increasing business activity. 
Banks which were “loaned up” and could not make 
further advances to regular customers of good 
standing were prevented from loaning their credit 
to these customers by accepting bills, which the 
customers might draw upon them, as is the com- 
mon custom m Europe, because our courts had 

the following July Legal authority to issue such emergency notes expired 
by limitation June 30, 1915 Federal Reserve Act, section vj 
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ruled that bank acceptances were illegal. The re- 
discount business among our banks was almost 
negligible, and most of that which existed was done 
on the quiet. Rediscounting was fi owned upon by 
bankers and business men, and theie was no central 
institution like the central banks of continental 
Europe, whose business it was to rediscount the 
paper of otlier banks in times of need. Oui Amei- 
ican business papei was largely local in charactei 
and we had compaiatively little that could be sold 
in distant markets, either at home or abroad. In 
other words, rigidity rather than elasticity was a 
charactei istic feature of oui American deposit 
credit. 


Evil Results of Credit Inelasticity 
To this defect of credit inelasticity, coupled with 
that of decentralization of bank reserves, wei e to 
be attributed largely the frequent and wide fluctua- 
tions in the interest rates on call and short-time 
loans, for which American money markets were 
notorious, and the alternation of periods of ex- 
cessive speculation stimulated by redundancy of 
currency and credit with periods of stringency and 
liquidation brought on by scarcity. For this rigidity 
of our credit system the business men and the 
farmers paid the price of higher interest rates. The 
farmer suffered through the necessity of selling his 
staple crops largely in the faU when a tight money 
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market was depressing prices, and of buying his 
supplies largely in the early spring when easy money 
conditions tended to make prices abnormally high. 
The banker was compelled to keep large reserves 
and to tie up an excessive amount of his commer- 
cial deposits in capital investments, such as the 
purchase of bonds and the making of call loans on 
stock exchange collateral Upon all classes in the 
community, therefore, an uncertain and unstable 
money market, which was wont to collapse fre- 
quently in panics, imposed a burden of financial 
anxiety. 




CHAPTER IV 


Defective Exchange and Transfer System 

A THIRD group of defects m our old banking 
system consisted in certain cumbersome fea- 
tures — unnecessary wheels and cogs as it weie — in 
our domestic and foreign exchange mechanism. 
These features greatly interfeied with the efficient 
operation of the maclune and at the same time 
added to the expense. This subject is a large and 
complicated one and can only be touched upon 
here. It may be divided into two parts, that relat- 
ing to domestic exchange, and that relating to 
foreign exchange. 

Domestic Exchange Difficulties 
Of the hundreds of billions of dollars in checks 
drawn every year in the United States, a very large 
proportion are for local payments, and, being 
setded promptly through local clearing houses or 
direcdy between the banks concerned, offer no 
difficulties. Our American clearing house machinery 
has long been a marvel of perfection for the settle- 
ment of local checks. In addition to the checks 
drawn for purely local payments, checks whose 
span of life is but one day and which are boin, 
live and die within the nairow limits of one 
town, there are, however, millions of checks drawn 
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daily for out-of-town payments, checks whose span 
of life often covers many days and which in the 
range and speed of their movements excel the 
proverbial American tourist party in Europe, The 
supply of these checks that was continually in 
transit, running into the hundreds of millions of 
dollars, was known among bankers as the “float.” 
The problem of efficiently and cheaply handling 
this float and of equitably apportioning the 
expenses involved had been for years a perplex- 
ing one Some clearing houses, as for example 
that of New York, imposed specified charges for the 
collection of checks on points beyond a certain 
radius from New York City, Other clearmg houses 
imposed no charges. The Boston clearing house 
developed a system for the pairing of checks 
throughout New England, thereby eliminating all 
collection charges on items drawn on banks enter- 
ing the system. Similar devices were adopted in a 
number of other sections of the country, notably 
in the Middle West Some cities, AJbany for 
example, became known as free cities and others 
were notorious for their high collection charges. 
Many banks imposed exchange charges — some 
high and some low — for the collection of out-of- 
town checks received over their counters, and some 
made a charge for the collection of checks drawn 
upon themselves when presented from out-of- 
town sources These practices led among other evils 
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to the practice of “routing checks,” which meant 
that checks in the process of collection would often 
be sent by roundabout and devious routes in order 
to avoid or reduce collection charges. In this way 
the length of time checks were in tiansit was in- 
creased and the economic cost to the community 
for the collection of checks was made greater. 

One serious phase of the practice of routing 
checks was the manner in which it padded legal 
reserves. Competition among large-city banks for 
the accounts of country banks led the city banks 
to give an immediate credit to the country banks 
for out-of-town checks These checks frequently 
took the city bank several days, sometimes a week 
or more, to collect. The country bank counted as 
legal reserve out-of-town checks sent to the leserve 
city bank for collection as soon as they were mailed. 
The reserve city bank in turn would send some of 
these same checks to the central reserve city bank 
and count them as reserve money as soon as they 
were put in the mail. In this way one check in 
transit frequently counted as legal reserve for both 
a country bank and a reserve city bank. Occasion- 
ally such a check, after performing a yeoman 
service as legal reserve money for two banks for 
several days, would be marked “no funds” and 
returned as worthless. 

Another defect of the domestic exchange system 
was the expense and trouble, for which it was 
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largely responsible, of requiring heavy shipments 
of currency back and forth over the country. As 
previously noted, American money markets are 
subject to pronounced seasonal swings. At one 
season of the year the demand for bank funds 
is particularly heavy in the cotton belt of the 
South; at another time in the great cereal-produc- 
ing sections of the West and Middle West; and at 
other seasons in the industrial and financial centers 
of the East The area of relatively heavy demand 
often shifts from one section to another within a 
very brief peiiod of time. Under our old banking 
system these shifts resulted in large shipments of 
currency — shipments amounting in the course of 
a year to hundreds of millions of dollars — and fre- 
quently a shipment would haidly be received and 
unpacked before a shift in the monetary demand 
would require the money to be sent to another sec- 
tion or perhaps to be returned to the place whence 
It came. All this involved expense, including pack- 
ing, shipping, insurance, and interest items. 

Foreign Exchange Difficulties 

A second phase of the exchange difficulties under 
the old banking system was that relating to the 
foreign exchanges 

Our foreign trade was financed largely through 
London, even those parts of the trade which were 
with the Orient and South America. London 
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was the world’s financial center and it was but 
natural that we should have utilized to a substan- 
tial extent her unrivalled facilities for financing 
overseas trade. The trouble was not that we util- 
ized them, but tliat we utilized them too much and 
were unduly dependent upon tliem. This involved 
several difficulties, only two of which need be 
mentioned here. In the first place, payments 
through London gave rise to an additional foreign 
exchange operation, which normally added to botli 
tlie expense and the risk of financing a shipment 
of goods. In the second place, the fact that invoices, 
bills of lading and othei documents passed through 
the hands of foreign banks gave to our foreign 
competitors “inside” mfoimation concerning our 
foreign business — information that was sometimes 
used to their advantage in competition with our 
own citizens. 

We now come to the fourth and last of the old 
banking system’s defects, which were outlined at 
the beginning of this book. That was a defect 
growing out of the relation of our banking system 
to the Federal Treasury. 



CHAPTER V 


Defective Banking Machinery for Federal 
Government 

T he general funds of the Treasury were kept in 
part in the country's nine sub-treasuries, 
which existed at that time, and in part in those 
national banks which qualified as depositaries of 
government funds. There were 1,584 such national 
bank depositaries at the close of the fiscal year 1914. 
The apportionment of the funds between the sub- 
treasuries and the banks on the one hand, and 
the apportionment among the various depositaiy 
banks on the other hand, were entrusted to the 
Secretary of the Treasury The amount of 
treasury funds to be thus apportioned varied 
widely from year to year and from season to season. 
In a number of respects this system worked 
badly Briefly summarized, the defects were as 
follows, (i) It led to the continual hoarding in 
treasuiy vaults of large sums of money, involving 
substantial administrative expenses and a heavy 
loss of interest. ( 2 ) At certain seasons of tlie year 
the government’s receipts greatly exceeded its dis- 
bursements, as for example at the times when tax 
payments were heaviest, while at other seasons, as 
for example when pension money or interest on 
the public debt was being paid, the disbursements 
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exceeded the receipts. In the foimer case the money 
market was disturbed by the government’s sud- 
denly withdrawing large sums from circulation and 
thereby contracting the curiency. In tire latter case 
It was disturbed by the sudden pumping into cir- 
culation of large sums of money. These operations, 
when on any substantial scale, tended to affect the 
Intel est rates on call loans and the puces of specu- 
lative securities. The task imposed upon the Sec- 
retary of the Treasury, therefore, of apportioning 
these large government balances among the banks 
and the sub-treasuries was a difficult one and one 
which placed too great power and responsibility 
over the money market in the hands of a govern- 
ment official. It also led to criticism and jealousy 
among depositary banks. (3) The system caused 
depositary banks to rely unduly upon the Secretary 
of the Treasury for aid m the form of increased 
government deposits in times of financial piessuie, 
instead of depending upon themselves and keeping 
“their houses in order” so as to be ready for emer- 
gencies. “The grandfatheriy attitude of the Sec- 
retary of the Treasury toward the banks” in the 
matter of government deposits was an expression 
frequently heard. 

The four chief defects of our American banking 
system, as it existed prior to the enactment of the 
federal reserve law, have now been briefly described 
They were decentralization, inelasticity of credit, 
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cumbersome transfer system, and defective gov- 
ernment depositary system. To remedy tliese de- 
fects the federal reserve system was created by the 
Federal Reserve Act of December 23, 1913, and 
the federal reserve banks opened their doors for 
business November 16, 1914. Since that date the 
system has developed rapidly. It is not our task 
at this point to trace this interesting development, 
but rather to answer briefly the question: How did 
the federal reserve system remedy the defects of 
the old banking system? Let us. consider the 
remedy in its relation to the four general defects in 
the order in which they have been discussed. 



CHAPTER VI 


How THE Federal Reserve System Reme- 
died THE Old Evil of the Decentral- 
ization OF American Banking 

T he Federal Reserve Act did not destroy our 
American system of many independent banks. 
The law continued these thousands of independent 
banks with all their essential functions and was 
designed to federate them into a unified system, 
democratic in its organization and nationwide in 
Its field of operation, a system dedicated to public 
service. 


Federal Reserve Disincts 

There are twelve federal reserve banks, each 
of which operates in one of the federal reserve 
districts into which the country is divided In de- 
termining the boundaries of these districts the 
authorities were required to have “regard to the 
convenience and customary course of business,” 
to make each distiict large enough to provide the 
minimum capital of $4. million required by law, 
and to make none solarge as to dominate the others, 
thereby endangering the federal principle which the 
law sought to establish. A map showing the boun- 
daries of the twelve federal reserve districts and of 
each of the twenty-five branch districts, and the 
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location in each district of the federal reserve city, 
namely, the city in which the main office of the 
federal reserve bank is situated, and of each federal 
reserve branch bank city, is given on the following 
page. 

The fact that the number of banks and the 
amount of banking capital in different sections of 
the country vary so widely explains the great 
disparities in the geographic sizes of the federal 
reserve disti'icts 

Membershtp in Federal Reserve System 
All national banks are required to be members 
of the system, and state banks and trust companies 
(which conform to certain standards as to size and 
character of business) are encouraged to join ^ Com- 
paratively few state institutions jomed during the 
first two years the system was in operation, but the 
liberal policies of the federal reserve authorities, 
togetlrer with later amendments to the law and a 
feehng during the War period that it was the 
patriotic duty of state institutions to join the 
system in such a time of national emergency, made 
the state institutions more favorably disposed 
toward the system By the end of June 1922, 1,648 

1 The Banking Act of 1933 provided for the admission of mutual savings 
banks to the federal reserve system It also permitted Morns Plan 
banks and other incorporated banking institutions engaged in similar 
business to join Infra, pp 199-aoo. 
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State institutions were members. From that time 
to June 30, 1933, the number declined to 709 and 
then advanced slowly to 1,085 on March 7, 1938. 
The state member banks on March 31, 1938, were 
operating 991 branches. The number of non-mem- 
ber banks (exclusive of mutual savings banks) de- 
clined with few slight interruptions from 19,636 in 
June 1922, to 8,450 on March 7, 1938. At the end 
of June 1922, there were 29,528 banks in the 
country (exclusive of mutual savings banks) of 
which 8,244 were national banks and therefore all 
members of the federal leserve system and 21,284 
were state banks. By March 1938, after the holo- 
caust of bank failures that occurred during the de- 
pression beginning m 1929, the number of national 
banks had declined to 5,250 or by 36 per cent in 
about sixteen years, the number of state banks 
(exclusive of mutual savings banks) had declined 
to 9,535 or by 55 per cent, and the number of state 
member banks by 34 per cent In 1922 approxi- 
mately 8 per cent of the state banks belonged to the 
federal reserve system and constituted 16.7 per 
cent of all banks in the system, while in 1938 about 
1 1 per cent of the state banks were member banks 
and constituted nearly 17 per cent of the total mem- 
bership. On the whole it is the larger state institu- 
tions rather than the smaller ones that belong to the 
federal reserve system. On March 7, 1938, for ex- 
ample, the aveiage amount of deposits (other than 
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interbank deposits) of the state member banks was 
approximately two and a half times as large as that 
for the national banks.^ Approximately 43 per cent 
of the commercial banks in the United States be- 
longed to the system in 1938. On June 30, 1938, 
these member banks possessed resources equivalent 
to about 87 per cent of the total banking resources 
of all operating insured commercial banks of the 
country. 

In the recent legislation for the government in- 
surance of bank deposits, there is a provision that 
no state commercial bank having average deposits 
of million or more shall have the benefit of the 
government’s deposit insurance after July i, 1942, 
unless it shall be a member of the federal reserve 
system.** This provision is intended to bring heavy 
pressure on all non-member commercial banks of 
any considerable size to join the system. 

Member banks are required to subscribe to the 
capital stock of the federal reserve bank in their 
district to an amount equal to 6 per cent of the 
member bank’s capital and surplus.® Only one-half 
of this subscription has so far been called, giving 
the federal reserve banks a paid-in capital of 

iQn the general subject of membership of state banks m the federal 
reserve system, consult Tippetts, Charles S., State Banks and the Federal 
Reserve System 

’ Federal Reserve Act, section lab, paragraph y 

' In the case of mutual savings banks, the basis of subscription is six- 
tenths of I per cent of total deposit liabilities. 
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^134 million in the autumn of 1938, but the other 
half may be called at any time by the federal re- 
serve authorities. 

The Federal Reserve Act, as originally passed, 
provided that after the 6 per cent cumulative 
dividend on tlie stock of the federal reserve banks 
had been paid, the balance of the net earnings for 
each year should be paid to the United States as 
a franchise tax, except that one-half such earnings 
should be paid into a surplus fund until it should 
amount to 40 per cent of the paid-in capital of 
the bank. By the Act of March 3, 1919, this dis- 
tribution of the earnings above the amount re- 
quired for the 6 per cent cumulative dividend was 
required to be paid to surplus until the surplus 
should amount to 100 per cent of the subscribed 
capital stock of such bank. After this 100 per cent 
surplus had been attained, 10 per cent of these 
earnings should go to surplus and 90 per cent to the 
government as a fianchise tax. Fourteen years 
later, an amendment contained in the Banking Act 
of 1933 provided that after the 6 per cent cumula- 
tive dividend claims had been met, the entire 
balance of the net earnings should be paid in- 
definitely to surplus From the beginning the law 
has provided that: “Should a federal reserve bank 
be dissolved or go into hquidation, any surplus 
remaining, after the payment of all debts, dividend 
requirements . . . and the par value of the stock, 



34 


THE A B C OF THE 


shall be paid to and become the pioperty of the 
United States. . . 

The Federal Deposit Insurance Law of June i6, 
1933, required every fedeial reserve bank to sub- 
scribe to shares of stock in the Fedeial Deposit In- 
surance Corporation to the extent of one-half of the 
bank’s surplus as of January i, 1933, and called for 
an immediate payment of one-half of this subscrip- 
tion. 

Up to the close of the year 1937, about one- 
fourth of the aggregate net earnings of the reserve 
banks since then organization was paid to the gov- 
ernment as a franchise tax, a little more than one- 
foui'th was paid in dividends to member banks, 
nearly one-fourth, under act of Congress, was con- 
tributed to the capital of the Federal Deposit In- 
surance Corporation, and a fourth remained in the 
surplus accounts of the reserve banks. 

Provisions for the establishment of the federal 
reserve branch banks are contained in the Federal 
Reserve Act, section 3. There are twenty-five 
branches and two agencies. During the year 1937 
they handled 288 million checks aggregating $ 64 . 
billion and counted over eleven hundred million 
pieces of currency and coin amounting to approx- 
imately 12,463 million 1 

* Annual Report of the Board of Governors of the Federal Reserve System 
for 1937, pp. 66-7 
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Democracy of Federal Reserve Banks' Flan of 
Organization 

There are two noteworthy features of a federal 
reserve bank’s plan of oiganization. They are first, 
Its democracy, and second, its recognition of the 
quasi-pubhc nature of the banking business 
through Its grant to the public of participation m 
the bank’s management. 

The administiative control of a federal reserve 
bank is democratic. “One bank, one vote” is the 
rule. Furthermore, in order to prevent the large 
banks from dominating the small ones by reason 
of their greater prestige and to assure the small 
banks of representation on the board of directors, 
there is a device by which all the member banks 
are divided according to their capital into three 
groups, which, reminiscent of the three bears in 
the Goldilocks story, may be called big banks, lit- 
tle banks, and middle-sized banks Each of the 
groups was originally required to contain approxi- 
mately the same number of banks, but by the 
amendment of September 26, 1918, this require- 
ment was discontinued. At present the Board of 
Governors has authority to determine the number 
of banks which shall constitute each group, being 
merely subject to the requiiement that- “Each 
group shall consist as nearly as may be of banks of 
similar capitalization ” The largest bank in the 
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group of little banks is therefoie usually smaller 
than the smallest bank in the group of middle-sized 
banksj and the largest one in the group of middle- 
sized banks is usually smaller than the smallest in 
the group of big banks. In the autumn of 1934 a 
classification of member banks for the twelve dis- 
tricts, when taken by totals for all districts, placed 
563 banks or 8.7 per cent of the total number of 
member banks at that time (1 e , 6,443 banks) in 
group I, the large-bank group; 2,004 banks or 31.1 
per cent of tlie total number in group 11, the middle- 
sized-bank group, and 3,876 banks or 60.2 per cent 
of the total number in group III, the small-sized- 
bank group. After this classification of member 
banks was made, the capital and suiplus of the 
member banks in each group became as follows • 

AMOUNT PER CENT 

(in millions) (of total) 

$3>333 76 9 

668 15.4 

333 7-7 


Total ?4,334 100 o 

On the basis of the one-bank-one-vote principle, 
each group elects two directors, one of whom, 
called a Class A director, is a banker and repiesents 
the stock-holding banks, while the other, called a 
Class B director, is a business man or farmer and 
represents the business community To the six 


I 

II 

III 
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directors so elected are added three others 
known as Class C directors, who aie appointed by 
the central federal reserve authorities at Washing- 
ton to represent the interests of the federal govern- 
ment and of the general public One of these Class 
C directors, who is required to be a peison of 
“tested banking experience,” is designated by the 
central authorities as chairman of the board and as 
federal reserve agent. The board thus consists of 
nine dnectors, who hold office for three years (the 
term of office of one director of each class terminat- 
ing each year), and who are representative of 
different interests among the American public. 
Broadly speaking, “Class A directois represent 
lenders of funds, Class B directors represent bor- 
rowers, and Class C directors represent the interests 
of the general public.”^ 

The board of directors appoints the officers and 
employees of a federal reserve bank. Prior to March 
I, 1936, the chief executive officer was known as 
the governor and was elected by the board, al- 
though there was no specific provision in the law 
for the office of governor. The Banking Act of 1935 
made definite provision for a president and a first 
vice-president to be appointed by the board of 
directors, with the appioval of the Board of Gov- 
ernors of the Federal Reserve System, for a term ol 

' ^he Federal Reserve System S' iday, published by the Federal Reserve 
Bank of New York, p 12 
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five years. The president is the cliief executive 
officer of the bank and all employees of the bank 
are made directly responsible to him. In the ab- 
sence or disability of tiae president or during a 
vacancy in the office of the president, the fiist vice- 
president acts as president. 

Coordfnation of Federal Reserve System by Well- 
Balanced Organization 

Crowning the arch, of which the twelve federal 
reseiwe banks constitute the structural stones, and 
forming its keystone, is the cential Board at Wash- 
ington, known as the Board of Govemois of the 
Federal Reserve System ^ This Board consists of 
seven members, appointed by tlie President of the 
United States with the advice and consent of the 
Senate, who hold office for a peiiod of fourteen 
years. The law requires that the President in the 
selection of the members “shall have due regaid 
to a fair i epresentation of the financial, agncultui al, 
industrial, and commercial interests, and geo- 
graphical divisions of the country.” Not more than 
one member shall be selected from any one federal 
reserve district. The President designates one mem- 
ber as chairman and one as vice-chairman, each to 

‘ An amendraetit to the Federal Reserve Act made August 23, 1935, 
changed the name of the central governing board of the federal reserve 
system from Federal Reserve Board (the name it had previously had 
from the beginning) to Board of Governors of the Federal Reserve 
System Hereafter the new name will be used in this book except where 
the period prior to the Banking Act of 1935 is contemplated 
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serve a term of four years The chairman is the 
Board’s active executive officer. Members are not 
eligible for reappointment after they have served 
a full term of fourteen years. 

The Board of Governors has very large super- 
visory powers over the federal reserve system, as 
will appear in the discussion which follows con- 
cerning the manner in which the system has 
functioned since its establishment m 1914.^ 

1 “In connection with Us supervision of member banks, the Board is 
authorized among other things (i) to pass on the admission of State 
banks and trust companies to membership in the federal reserve system 
and on the termination of membership of such banks, (2) to examine 
member banks and receive condition reports from State member banks 
and their affiliates, (3) to hmit by regulation the rate of interest which 
may be paid by member banks on time and savings deposits, (4) to issue 
voting permits to holding company affiliates of member banks entitling 
them to vote the stock of such banks at any or all meetings of share- 
holders of the member banks, (5) to regulate interlocking relationships 
between member banks and organizations dealing in securities or, 
under the Clayton Antitrust Act, between member banks and other 
banks, (6) to remove officers and directors of a member bank for con- 
tinued violations of law or unsafe or unsound practices in conducting the 
business of such bank, (7) to suspend member banks from the use of the 
credit facilities of the federal reserve system for making undue use of 
bank credit for speculative purposes or for any other purpose incon- 
sistent with the maintenance of sound credit conditions, (8) to pass on 
applications of State member banks to establish out-of-town branches, 
(9) to pass on applications of national banks for authority to exercise 
trust powers or to act in fiduciary capacities, (10) to grant authority to 
national banks to cstabhsh branches in foreign countries or dependencies 
or insular possessions of the United States, or to invest m the stock of 
banks or corporations engaged m international or foreign banking, (ii) 
to supervise the organization and activities of corporadons organized 
under federal law to engage in international or foreign banking In 
exerasing its supervisory functions over the federal reserve banks and 
member banks, the Board of Governors promulgates regulations govern- 
ing certain of the activities of federal reserve banks and member banks ” 
7 he Federal Reserve System Today, pp 7-8 
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The Board of Governors is assisted by a Federal 
Advisory Councilj consisting of twelve members 
appointed respectively by the boards of directors 
of the twelve federal reserve banks. The Advisory 
Council meets with the Board of Governors at least 
four times each year and oftener if requested by the 
Board. 

The appointment by the Board of three of the 
nine directors (including the chairman) of each of 
the fedeial reserve banks, the requirement that the 
selection of the president and first vice-president 
of each reserve bank shall be approved by the 
Board of Governors, and the appointment by each 
federal reserve bank of a member of the Federal 
Advisoiy Council are intended to federate the 
twelve federal reserve banks under the Board of 
Governors and to give a common knowledge and a 
unity of purpose. Conferences from time to time of 
the presidents of the twelve federal reserve banks 
and the federal reserve agents, and conferences of 
the presidents and the federal reserve agents with 
the Board of Governors add much to the smooth 
and unified working of the system In matters of 
general policy the Board of Governors is given 
large powers and is the directing head of the 
system.^ 

^The Board’s control is strengthened by its statutory powers (i) 
"To examine at its discretion the accounts, books and affairs of each 
federal reserve bank and of each member bank and to require such state- 
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Here then is the centralizing machinery created 
to bring order into our banking system and to make 
possible the development of broad financial policies 
which can be carried out with promptness and con- 
tinuity. 

In considering the manner in which the old evil 
of decentralization is being remedied by the federal 
reserve system, we may now pass from the ad- 
ministrative machinery of centralization to the 
methods by which the old evils of scattered and 
immobile reserves are being eliminated 

District Centralization of Bank Reserves 

The Federal Reserve Act as originally passed 
provided for the gradual withdrawal of legal reserve 
money from deposit in tlie banks of reserve and 
central reserve cities by the end of a three-year 
period beginning with the date of the estabhshment 
of the federal reserve system. Accordingly, after 
November 16, 1917, all legal reserve money of 
member banks was to be held “in the vaults of the 
member banks or in the federal reserve bank, or in 
both, at the option of the member bank.” In con- 
formity with this requirement the percentage of 

merits and reports as it may deem necessary ” (2) “To suspend or remove 
any ofBcer or director of any federal reserve bank ” (3) “To sus- 
pend, for the violation of any of the provisions of this Act, the operations 
of any federal reserve bank, to take possession thereof, administer the 
same during the period of suspension, and, when deemed advisable, to 
liquidate or reorganize such bank ” (4) “To exercise general supervision 
over said federal reserve banks ” Federal Reserve Act, section 1 1 
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the legal reserves of member banks kept on de- 
posit in the banks of reserve and central reserve 
cities declined very much by the summer of 1917. 
On June 21, 1917, an amendment was passed 
to the Federal Reserve Act requiring eveiy bank, 
banking association or tmst company belonging to 
the federal reserve system to maintain its entire 
legal reserve in the form of a deposit at the federal 
reserve bank of its district. Thus by about five 
months the time was anticipated when legal re- 
serve money of member banks should cease to be 
kept on deposit in banks other than federal reserve 
banks The time therefoie arrived in the summer of 
1917 when commercial banks belonging to the 
federal reserve system ceased tying up their legal 
reserve money by depositing it in the banks of our 
money market centers there largely to be loaned 
out at call on the stock and produce exchanges. This 
divorcing of the legal reserves of our commercial 
banks from the speculative and capital loans of the 
stock market is one of the achievements of the 
federal reserve system. The federal reserve law, as 
amended, recognizes only one form of legal reserve, 
and that is a member bank’s deposit in its federal 
reserve bank. Member banks may keep as much or 
as little cash on hand for till money as they wish to. 
They may keep balances in other banks if it suits 
their convenience to do so — all that is their own 
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affair^ for which their responsibihty is to their 
stockholders and their customers — but their legal 
reserve, the reserve which the government looks 
upon as the minimum below which the pubhc in- 
terest demands that banks should not go, except 
m time of great emergency, must all be kept on 
deposit in federal reserve banks, the nation’s 
principal reservoirs of reserve money. 

If a member bank permits its reserve at the 
federal reserve bank to fall below the legal mini- 
mum, the Board of Governors imposes as a basic 
penalty a charge on the amount of the deficiency 
at the rate of 2 per cent per annum above the 90- 
day discount rate of the federal reserve bank of the 
district. Progressively heavier penalties may be 
imposed for subsequent deficiencies. 

For reasons that will soon be made clear, the 
concentration of the country’s reserve money in a 
few large reservoirs makes possible a much more 
efficient use of each dollar of reserve money than 
under the old system of scattered reserves, and, as 
a result, legal reserve requirements were greatly 
reduced — many authorities believe reduced too 
much — after the inauguration of the federal re- 
serve system. The minimum statutory reserves 

1 A member bank is prohibited by law from keepmg on deposit with 
any state bank or trust company which is not a member bank a sum in 
excess of 10 per cent of its own paid-op capital and surplus 
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required at the present time against demand de- 
posits and time deposits are as follows 


BANKS DEMAND DEPOSITS 

{Payable Within 
30 Days) 

Central reserve city banks 13 % 

Reserve city banks 10 % 

Country banks 7 % 


{Payable After 
30 Days’ Notice) 

3 % 

3 % 

3 % 


Following a critical banking situation that 
reached its climax m “the bank holiday” of early 
March 1933 — a situation which will be discussed 
later^ — there was a rapid growth in the amount of 
reserves held by member banks in excess of legal 
requirements.® These growing excess reserves in- 
volved an increasing threat or danger of inflation- 
ary credit expansion This fact together with the 
desire of Congress to stiengthen the authority of 
the Board of Governors over the expansion and 

' Under the provisions of the National Bank Act, national banks are 
classified into three groups according to their location, namely, central 
reserve city banks, reserve city banks and country banks There are now 
two central reserve cities, New York and Chicago, and sixty-one reserve 
cities which are hsted regularly in the annual reports of the Comptroller 
of the Currency The banks in all otlier places are classified as country 

Banks situated in the outlying districts of a central reserve city or a 
reserve city, or banks situat^ m territory added to such a city by the 
extension of its corporate charter, may, upon the affirmative vote of five 
members of the Board of Governors, reduce their legal reserves to the per- 
centages required of country banks In the case of banks situated in 
central reserve cities the reduction may be authonzed to the percentage 
required of country banks or merely to that required of reserve city banks 

^Jw/ra, pp 173-82 

’ Federal Reserve Bulletin, August 1936, p 615 
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contraction of member bank credit led to the in- 
coi-poration of a provision in the Banking Act of 
19355 authorizing the Board of Governors, by ad- 
ministrative regulation “in order to prevent in- 
jurious credit expansion or contraction” to change 
the requirements as to reserves to be maintained 
against member bank deposits up to a maximum 
increase of 100 per cent above the statutory re- 
quirements at that timed 
Under the authority of this law the Board of 
Governors made public on July if, 1936, an order 
effective a month later increasing by 50 per cent 
all legal reserve requirements of member banksd 
At the end of January 1937, the Board of Gov- 
ernors announced a further increase of these re- 
quirements, by 33 Vs per cent, the maximum per- 
mitted under the law, thereby making the reserve 
requirements double what they were prior to 
August 15, 1936 One-half of this 1937 increase 
took effect March i, and the remainder May i. 
From that date to April 16, 1938, legal reserve 
requirements were as follows 

‘ The Agricultural Adjustment Act of May 12, 1933, had contained a 
provision authonzing the Federal Reserve Board “ upon the 
affirmative vote of not less than five of its members and with the approval 
of the President [to] declare that an emergency eiosts by reason of 
credit eicpansion, and by regulation during such emergency [to] 
increase or decrease from time to time, in its discretion, the reserve 
balances required to be maintained against either demand or time 
deposits ” 

“ Federal Reserve Bulletin, August 1936, p 624, also injra, pp 253-6, 



46 


THE A B C OF THE 


banks demand deposits time deposits 

{Payable Wuhtn {Payable After 
JO Days) Notice) 

Central reserve city banks 26 % 6 % 

Reserve city banks 2,0 % 6 % 

Country banks 14 % 6 % 

These maximum requirements permitted under 
the Banking Act of 1935 were continued, however, 
slightly less than one year, and by April 1938, the 
economic depiession that began in the summer of 
1937 induced the Administration to relax them 
substantially. “As a part of the Government’s re- 
coveiy progiam outlined by the President in his 
message to Congress on April 14, the Treasury and 
the Board of Governors took immediate action to 
expand the volume of member bank excess re- 
serves.”^ They reduced legal reserve requirements 
on all classes of deposits for all member banks, 
effective April 16, 1938 These new lequirements 
which are still in effect are as follows : 

BANKS DEMAND DEPOSITS TIME DEPOSITS 

{Payable Wuhtn {Payable After 
JO Days) jo Days’ Notice) 

Central reserve city banks 11 ^ % 5 % 

Reserve city banks 175^ % 5 % 

Country banks 12 % 5 % 

' Federal Reseroe Bulletin^ May 1938, p 343 
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The effect of this reduction m reserve require- 
ments was an immediate increase in the total ex- 
cess reserves of all member banks from $i ,666 
million to ^2 j 49I million. 

On September 28, 1938, the twelve federal re- 
serve banks held deposited reserves of member 
banks to the amount of $ 8 ,ipy million. Reserve 
money collected in a few large reservoirs is quickly 
available m large quantities either for domestic 
needs or for the purpose of providing gold for ex- 
port, and the fact that it is readily available in 
large quantities inspires public confidence and les- 
sens the danger of financial disturbances The 
federal reserve banks, of course, do not keep on 
hand all the reserve money deposited by member 
banks. Like other banks, they invest it. The law, 
however, requires them to keep a normal mini- 
mum reserve of 35 per cent in gold certificates or 
lawful money against deposits,^ and it is their 
established policy to maintain reserves much 
larger than this minimum. 

Mobilization of Reserves 

A coroUary to the district centrahzation of re- 
serves IS their mobihzation. Reserve money must 
not only be piped into a few large reservoirs, but 
these large reservoirs must be piped together, and 
there must be a pumping engine of sufficient 

^ See section i6 of the Federal Reserve Act 
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power to force the reserves promptly and m large 
quantities to any place desired. The federal re- 
serve system creates machinery for this purpose. It 
provides numerous devices by which reserve money 
can be quickly moved from places of redundancy 
to places of scarcity. A few of the more import- 
ant of these devices will be briefly described here, 
while others will be discussed later in connection 
with the general topics of currency and credit 
elasticity and the transfer system. Let us consider 
first the inter-district mobility of reserve money, 
namely, the movability of reserves from one fed- 
eral reserve district to another; and second, the 
intra-district mobility of reserves, or the mov- 
ability of reserves within the boundaries of one 
district. 

Inter-dtstnct Mobility 

Broadly speaking, and m addition to certain 
small advances made by federal reserve banks 
directly to mdustry,^ there are three ways in which 
the federal reserve law has increased the inter-dis- 
trict mobility of reserve money. They are. (i) re- 
discounting by one federal reserve bank for an- 
other; (a) open-market operations of federal re- 
serve banks; and (3) creation of a broader discount 
market for business paper. 

‘ Infra, pp. 165-7 
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Rediscounting by One Federal Reserve Bank 
for Another 

Under the old banking system, as we have seen, 
in time of emergency, each bank held tight its own 
reserves, or, to change the figure, “sat firmly on the 
lid.” In the controversy for banking reform, which 
culminated in the Federal Reserve Act, the ad- 
vocates of a single central bank contended that a 
system of eight to twelve banks like that proposed 
in the federal reserve bill would perpetuate the 
old evil by leading to the same sort of scramble for 
reserves, in time of emergency, among the different 
federal reserve banks, which had foimerly existed 
among the individual banks of the country. Spe- 
cifically to meet this danger a provision was in- 
serted m the Act (section iib) empowering the 
Federal Reserve Board “to permit, or, on the 
affirmative vote of at least five members of the 
Reserve Board to require federal reserve banks to 
rediscount the discounted paper of other federal 
reserve banks at rates of interest to be fixed by the 
Federal Reserve Board.” This means that in case 
there is an exceptionally heavy demand for reserve 
money in any section of the countiy — a demand 
heavier than the banks of that section can reason- 
ably meet — the reserve banks in other sections 
where money is more plentiful will come to the 
rescue, either voluntarily or under compulsion of 
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the Board of Governors, and will rediscount the 
paper of the reserve bank in the section under 
financial stress. This process, of course, will cause 
a flow of cash from the reserves of the former banks 
to the reserve of the latter, thereby easing the 
money maiket in the threatened section. 

After the United States entered the World War 
there developed a strong tendency for a compen- 
satory movement of reseives among the federal 
reserve banks Reseives of some of the banks 
frequently fell rapidly while those of others were 
rapidly rising, often with little or no change in the 
reserve position of the twelve federal reserve banks 
as a whole. This compensatory movement was due 
largely to operations of the government which 
often resulted in heavy withdrawals of funds from 
banks in one section of the country for the making 
of payments in another. Here was a situation that 
made it desirable from time to time that one fed- 
eral reserve bank should make advances to anoth- 
er. At times the Board has taken the initiative in 
this mattei, but apparently tlie banks, in most 
cases, have willingly complied with the Board’s 
request. The twelve federal reseiwe banks have 
worked harmoniously in this connection, so that it 
seems improbable that compulsion by the Board 
will often be necessary to require the more favor- 
ably situated banks to come to the rescue of those 
less favorably situated, in time of danger. The 
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reserves of the twelve reset ve banks are now so 
closely piped together, that they may reasonably 
be considered to be closely connected tanks of a 
single reservoir. 

Open-market Operations 

While the federal reserve banks are essentially 
bankers’ banks, since their stock is owned ex- 
clusively by member banks and since then prin- 
cipal domestic customers are banks, it is none the 
less true that Congress has conferred upon these 
banks certain limited rights of dealing with the 
public at large. At the time of the passage of the 
Federal Reserve Act, the possession of such rights 
by the federal reserve banks appeared necessary for 
two reasons. 

The first reason was to put them in a stronger 
position for making their discount rates effective. 
If, for illustration, a federal reserve bank raises 
Its discount rate in order to prevent dangerous loan 
expansion on the part of member banks or to pre- 
vent an undue outflow of gold from the country, it 
may happen that the member banks may not be 
convinced of the need of such precautionary 
measures, and, not being in need of obtaining funds 
from the federal reserve bank by way of rediscount, 
may ignore the efforts of the federal reserve bank 
to conserve ths money market The banks may 
accordingly continue the policy of loan expansion 
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at low discount rates. Under such circumstances 
the federal reserve rate would be said to be “in- 
effective ” To meet such situations and to force the 
member banks “into line,” the federal reserve 
banks may raise their buying rate for bank ac- 
ceptances in the open market or they may actively 
go into the market and sell government securities, 
and, by withdrawing from the market the funds 
received in payment therefor, may tighten the 
market, and force up the market discount rate into 
harmony with the federal reserve discount rate. 

The second of these eaily reasons for authorizing 
open-market operations was to provide the federal 
reserve banks with a method of profitably employ- 
ing their funds in times of easy money, when 
member banks aie making few calls upon them for 
rediscount In the early days of the federal reserve 
system, for example, when the member banks were 
making very small demands upon the federal re- 
serve banks for rediscounts or other advances, the 
federal reserve banks invested substantial sums in 
municipal warrants and bank acceptances in the 
open market, and by that means covered a large 
part of their running expenses. 

The “open-market operations” are provided for 
chiefly in section 14 of the Federal Reserve Act. 
Into the details of this important section we need 
not go. For our purposes here it is sufficient to note 
that federal reserve banks may buy and sell in the 
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open market either at home or abroad commercial 
bills of exchange, bankers’ acceptances and United 
States government obligations also bonds of the 
Federal Farm Mortgage Corporation and of the 
Federal Home Loan Bank System, with short ma- 
turities, and bills, notes, revenue bonds and war- 
rants with short maturities, issued m anticipation 
of taxes and other revenues by states and minor 
pohtical divisions of the continental United States. 
During the period of the World War and following 
the economic crash of 1929, these open-market 
operations, particularly in their application to 
United States government obligations, assumed 
great importance in the operations of the federal 
reserve system ^ 

Under the authority of section 14 a federal 
reserve bank m one section of the country may buy 
and sell eligible paper in any other section of the 
country. Such dealings, of course, tend to cause a 
flow of reserve money from the district of the buyer 
to that of the seller. If the Federal Reserve Bank of 
San Francisco, for example, buys a million dollars 
worth of trade acceptances, bank acceptances and 
municipal warrants m the open market in New 
York, Its settlement check to whomever paid is 
likely to be deposited in a New York bank, and to 
be collected for that bank by the New York Federal 
Reserve Bank from the San Francisco Federal Re- 


Irtjra^ pp. 141-4, and pp 200-4 
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serve Bank Unless offset by payments in the other 
direction, the payment by San Fiancisco will neces- 
sitate a tiansfer of reserve money, presumably 
through the “Interdistrict Settlement Fund” m the 
United States Treasuiy from San Francisco to 
New York If the New York bank, in which the 
million dollar check was originally deposited, 
leaves the proceeds on deposit with the New York 
Federal Reserve Bank, federal reserve bank “re- 
serve money” will be transferred from the Bank in 
San Francisco to the Bank in New York. In this 
manner open-market operations transfer reseive 
money from places of redundancy to places of 
scarcity, and tend to maintain a national equilib- 
rium in our money rates. 

Creation of a Broader Discount Market for 
Business Paper 

The third method by which the federal reserve 
system is rendering moie mobile our reserve 
money is through the creation of a broader discount 
market for business paper. As we have already 
seen, under the old banking system the great bulk 
of American business paper was essentially local 
paper with little or no market outside the com- 
munity in which It was created. The federal re- 
serve system has provided the machinery by 
which high grade business paper can be redis- 
counted throughout the United States, and, in 
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this connection, has sought to encourage in the 
United States the use of trade acceptances and 
bank acceptances — credit devices widely used in 
Europe. 

Trade Acceptances 

When the seller of merchandise draws a trade 
bill upon the buyer at, say, 6o days’ sight for the 
amount of the bill, and the buyer writes across 
Its face “accepted” and signs his name with the 
date of acceptance, a credit instrument is created 
which has very pronounced advantages over the 
open-book account, from the standpoint of the 
seller, the buyer and the bank. The sellei has a 
definite acceptance of the goods which the buyer 
cannot question in the future without very good 
reason; he has a promise from the buyer to pay at 
a definite date; and this promise is expressed in the 
form of a negotiable instrument which is highly 
liquid. The buyer of the merchandise who accepts 
the bill places his credit standing at a level higher 
than if he bought on open-book account His im- 
proved credit should enable him to buy on better 
terms. Having his accounts thus given definite 
maturities he is less likely to be tempted to over- 
buy than he would be under the loose open-book 
account method The buyer is also a seller, and if 
he uses trade acceptances in connection with his 
purchases he is in a stronger position to demand 
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them in connection with his sales. From the 
banker’s point of view the trade acceptance is an 
ideal form of business paper. It bears two names, 
usually carries with it evidence that it represents a 
self-hquidating commercial transaction and is not 
an accommodation loan, is usually paid at ma- 
turity and is not subject to the provision of the 
national banking law which prohibits a national 
bank from loaning to one customer an amount in 
excess of lo per cent of the bank’s capital and sur- 
plus It IS easy to turn into cash before maturity 
either by sale in the open market or by rediscount 
at a federal reserve bank. The trade acceptance is 
therefore incomparably more liquid than the open- 
book account, and, other things equal, is more 
liquid than one-name paper. Like any other credit 
device the trade acceptance, of course, can be mis- 
used and, unfortunately, frequently is misused. 

Bank Acceptances 

Even more liquid than tlie trade acceptance, 
because the acceptor is usually of more widely rec- 
ognized financial standing, is the domestic bank ac- 
ceptance authorized by the federal reserve law. The 
bank acceptance is similar to the ttade acceptance. 
It differs from it, however, in the fact that the seller 
of the merchandise draws his bill not upon the 
buyer but upon the buyer’s bank, which accepts 
the bill for the buyer whose financial standing is 
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known to the bank and who has arranged with the 
bank in advance to lend him its credit in this way 
The seller of the merchandise having received an 
acceptance of the bill from the buyer’s bank may 
discount the bill at his own bank or sell it in the 
open market if he does not wish to hold it until 
maturity. The type of domestic bank acceptance 
made eligible for rediscount at federal reserve banks 
covers bills havmg not more than 90 days, ex- 
clusive of days of grace, to run and which are 
endorsed by at least one member bank and grow 
out of transactions involving the importation or 
exportation or the domestic shipment of goods, 
provided that documents conveying or securing 
title are attached at the time of acceptance It also 
covers bills which are secured at the time of ac- 
ceptance by a warehouse receipt or other such 
document conveying or securing title covering 
readily marketable staples. When such acceptances 
are drawn for agricultural purposes, their matuiity 
may be as long as nine months’ sight exclusive of 
days of grace. 

Acceptances Promote Inter-distnct Mobility of 
Reserves and Uniform Discount Rates 

Inasmuch as bank acceptances and high-grade 
trade acceptances have a wide market, their use 
tends to cause paper to flow away from the banks 
in sections of the country where the discount rate is 
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relatively high to be discounted in the banks of 
those sections where the rate is relatively low. Such 
a flow of business paper from the dear markets 
to the cheap ones, obviously causes a counter-flow 
of bank reserves from the cheap maikets to the dear 
ones and tliereby tends toward the maintenance of 
territorial equilibrium in discount rates. Of course, 
this flow IS not an absolutely free one and perfect 
equilibrium is never obtained The point is, how- 
ever, that the widened marketability of our bus- 
iness paper under the federal reserve system has 
made tins flow of reserve money much less sluggish 
than It was formerly During recent years the dis- 
count rates for different kinds of paper, and those 
for the same kind of paper among the twelve 
federal reserve banks have been much nearer uni- 
formity than they were in the early days of the 
federal reserve system For example, at the present 
writing, September 30, 1938, the lediscount rates 
foi member banks on all classes of paper (under 
sections 13 and 13a of the Act) aie i per cent for 
the Federal Reserve Bank of New York and 1)4 
per cent for all of the eleven other banks 

Intra-distrtct Mobility of Reserves 
The forces which act for the increasing mobility 
of reserve money within the boundaries of a federal 
reserve district, are essentially the same as those 
Just explained for that between districts Obviously 
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paper of wide acceptability flows from place to 
place within a district more freely than paper whose 
merits are less widely recognized; and, within a 
district, as between districts, the widely marketable 
paper flows from the places where discount rates 
are high and bank funds are scarce to the places 
where the rates are low and funds are more plenti- 
ful Furthermore, the bank reserves of the dis- 
trict which have been piped to the one reservoir, 
namely, the federal reserve bank, can be readily 
pumped to the banks of any section of the district 
where funds are in heavy demand. If banks 
throughout the district were rediscounting in 
moderate sums with the federal reserve bank, and 
if a sudden emergency should cause an exception- 
ally heavy demand for funds in any section, the 
federal reserve bank could raise its rate of discount, 
thereby reducing the rediscount demands of the 
banks less urgently in need of funds, and could 
then turn larger amounts into the section where 
the demand was heaviest. Additional funds could 
be obtained by the federal reserve bank within the 
district (as well as outside) by the sale of securities 
in the open market. 

In the illustrations so far given we have assumed 
a fixed amount of banking funds, and have shown 
how these funds can be readily mobilized under the 
federal reserve system and concentrated at the 
points where they are most needed. The problem 
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of meeting unusual calls for banking funds is, how- 
ever, an easier one under the federal reserve system 
than the above discussion implies. The reason is 
that under this system there exist in addition 
certain elastic elements in our supply of bank funds. 
These will be considered in the next chapter. 



CHAPTER VII 


Credit Elasticity Under the Federal 
Reserve System 

B oth bank-note currency and deposit or check 
currency are more elastic under the new system 
than under the old. 

Bond-secured Bank Notes 
In order to prevent the alleged danger of an 
undue contraction of the currency and to protect 
from loss the banks owning the i per cent bonds, 
which were largely pledged widi the government 
as security for national bank-note circulation and 
which by reason of the circulation privilege had a 
value far above their mvestment value, the gov- 
ernment decided not to withdraw from circulation 
at once the old bond-secured bank notes. The Fed- 
eral Reserve Act of 1913 accordingly continued the 
cu-culation of these notes, but contained provisions 
looking toward then- gradual retirement From the 
time of the enactment of the Fedeial Reserve Act, 
accordmgly, to December 31, 1929, the national 
bank notes in circulation decreased from ^726 
million, representing about 21 per cent of our total 
monetary circulation, to a minimum of ^597 mil- 
lion, representing about 12 per cent During the 
depression years, when issue was permitted against 
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any United States government bonds bearing less 
than 2 /^ per cent interest, their circulation in- 
creased to a maximum of $938 million in February 
1934. They then constituted per cent of our 
total monetary circulation. Their circulation de- 
clined almost continually throughout the remainder 
of 1934 and until March 1935, when it stood at 
$810 million In that month the Treasury Depart- 
ment called for redemption at early dates, all the 
bonds that permanently carried the so-called “cii- 
culation privilege,” and all bond-secured national 
bank notes have since that date been in process of 
retirement from circulation ^ On August 31, 1938 
the amount still in circulation was $211 miUion, 

Very similar to the bond-secured national bank 
notes are the so-called federal reseive bank notes, 
which are bond-secured bank notes issued by the 
federal reserve banks They were originally secured 
by a specific deposit, with the United States 
Treasurer, of bonds or of certain short-time obliga- 
tions of the United States. Up to the early fall of 
igi8 these federal reserve bank notes were of com- 
paratively little consequence After that time they 
were gradually substituted for silver certificates 
and silver dollars in circulation, under the pro- 
visions of the Pittman Act of April 23, 1918, and 
assumed an increasing importance, until a maxi- 
mum net circulation of $261 million was outstand- 

1 In/ra, pp 125-7 
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mg in December 1919. Their retirement from cir- 
culation began early in 1920 when the government 
commenced to repurchase silver under the Pittman 
Act, and to replace federal reserve bank notes in 
circulation by silver certificates. After 1919, their 
circulation declined to less than million in 
February 1933. For a time thereafter the gov- 
ernment began to expand their circulation again as 
a minor factor of its “reflation” policy, and it rose 
continually every month until December 1933, 
when It stood at $aoS million. Since then it has been 
steadily reduced and on August 31, 1938, it was 
only $ 2 g million. 

Federal Reserve Notes 

The notes upon which the federal reserve system 
places Its sole reliance for bank-note elasticity are 
'•the so-called federal reseiwe notes These notes, 
which are issued to the federal reserve banks by the 
Board of Governors and which are obligations of 
the United States government, are a “first and 
paramount lien on all the assets” of the federal 
reserve banks, including the double liability of 
member banks on their subscriptions to federal 
reserve bank stock The Board of Governors issues 
these notes for circulation purposes to the federal 
reserve banks only on receipt from the federal 
reserve banks of collateral equal to at least the 
amount of the notes apphed for. The collateral is 
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deposited with the federal reserve agent, who repre- 
sents the Board of Governors, and it is limited to 
certain types of assets specified by law. These in- 
clude: (i) Paper endorsed by member banks and 
drawn for commercial, industrial or agricultural 
purposes, or for the purpose of carrying or trading 
in securities of the United States government, in 
other words, paper of the types hereafter described^ 
as eligible for rediscount or collateral loans at a 
federal reserve bank under section 13 of the Federal 
Reserve Act. (2) Bills of exchange endorsed by a 
member bank and bankeis’ acceptances bought by 
a federal reserve bank in the open market. (3) Until 
June 30, 1939, upon the affirmative vote of not less 
than a majority of the Board of Governors, direct 
obligations of the United States government. Such 
obligations, however, since the Banking Act of 
1935 may be bought by the federal reserve banks 
only in the open market.^ (4) Gold certificates. 

Except under special circumstances, to be con- 
sidered later,® a gold certificate reserve of not less 
than 40 per cent must be kept by each federal 
reserve bank against its outstanding federal reserve 
notes. Gold certificates specifically pledged with 
the federal reserve agent as collateral for the notes 
may be counted in making up this 40 per cent 
reserve, as may also gold certificates kept m the 

1 Infra, pp 75-8. 

^ Infra, 139, 

® Infra, pp. 65-6 
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redemption fund with the Treasurer of the United 
States at Washington for the redemption of the 
notes. 


Elasticity of Federal Reserve Notes 
As regards the matter of elasticity, these notes 
possess the quality of expansibility, namely, of 
having their circulation easily increased in times of 
need. If member banks in a given section of the 
country need an increased supply of currency to 
meet local demands, they may rediscount eligible 
paper with their federal reserve bank and take die 
proceeds of the rediscounts in federal reserve notes, 
which pass readily as hand-to-hand money and are 
satisfactory till money for the banks. The federal 
reserve bank, if its supply of notes is inadequate, 
secures, on application to the federal reserve 
agent additional notes by depositing with the 
agent, gold certificates, eligible paper from its 
portfolio or (for the time being) direct obliga- 
tions of the United States government. This 
process may continue as long as the federal 
reserve bank has satisfactory collateral avail- 
able for deposit with the federal reserve agent 
and its gold certificate reserve does not fall below 
the normal legal minimum of 40 per cent. In case of 
great emergency, however, the Board of Governors 
may permit a reduction of the note reserve below 
40 per cent, provided it imposes a graduated tax up- 
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on the amount of the deficiency — a tax which must 
be added to the rates of interest and discount fixed 
by the Board of Governors. Furthermore, to meet 
extreme emeigencies the Board is authorized to 
suspend for a period not exceeding thirty days (and 
from time to time to renew such suspension for 
periods not exceeding fifteen days) any reserve re- 
quirements specified by the Act. It is thus seen that 
the federal reserve notes have ample power of ex- 
pansion in time of emergency and that there no 
longer exists a stonewall limit beyond which ex- 
pansion cannot go and go promptly. There is no 
fixed limit, but after the gold-certificate reserve 
ratio has declined below 40 per cent, further ex- 
pansion of note circulation could normally be 

secured only at an increasing expense to those 
wishing the notes. 

The notes issued to the twelve federal reserve 
banks amounted to $4,515 million on September 
28, 1938, and of these, $4,219 million were in actual 
circulation. Back of these notes there was held the 
following collateral. 

‘thousands 

(1) Gold certificates on hand and due 

from United States Treasury $4,604,000 

(2) Eligible paper , 8,267 

Total collateral , $4,612,267 
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For the purpose of contracting the circulation 
of federal reserve notes as the business demands 
for currency dechne, the machinery is as follows. 
When the demand for notes m the pockets of the 
people and the tills of merchants falls off, as it does, 
say, after the Christmas holiday season, the surplus 
notes are deposited by the public in the banks. The 
banks in turn tend to send to their federal reserve 
banks for deposit any notes they receive m excess 
of the amount needed for till money. Transporta- 
tion charges on such shipments of notes are paid by 
the federal reserve bank. Notes which were issued 
by the federal reserve bank of the district may thus 
be withdrawn from circulation. Notes so received 
which were issued by other federal reserve banks 
are sent back to the issuing banks. On this subject 
the law says: “Whenever federal reserve notes 
issued through one federal reserve bank shall be 
received by another federal leserve bank, they shall 
be promptly returned for credit or redemption to 
the federal reseive bank through which they were 
originally issued or, upon direction of such federal 
reserve bank, they shall be forwarded direct to the 
Treasurer of the United States, to be retired. No 
federal reserve bank shall pay out notes issued 
through another under penalty of a tax of ten per 
centum upon the face value of notes so paid out” 
(section 16). This requirement that federal reserve 
banks shall send back promptly the notes of other 
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federal reserve banks will obviously increase m its 
effectiveness as a means of currency contraction 
with the increase m the number of branches of 
federal reserve banks established throughout the 
country. 

Another device calculated to encourage the re- 
tirement from circulation of bank notes whenever 
they become redundant is the provision of the law 
authorizing the Board of Governors to charge 
such a rate of interest as it may deem desirable on 
federal reserve notes uncoveied by gold certificates 
and issued to federal reserve banks. Up to the 
present time such an interest charge has never been 
unposed. 

These provisions have in fact resulted in con- 
siderable seasonal elasticity in the total amount of 
money in circulation, owing principally to the 
seasonal elasticity of the federal reserve note cir- 
culation, which today constitutes over five-eighths 
of the total circulation. This is evident from Chart 
IV on page 69 showing the total amount of money 
in circulation by months for the years 1926-38, 
compared with the volume of federal reserve 
notes in circulation. The seasonal variation here 
apparent m the circulation of federal reserve notes 
should be compared with the lack of seasonal varia- 
tion in national bank notes shown in Chart II on 
page 16 above. 








Emergency Elashctty of Federal Reserve Notes 
Provided by the Glass-Steagall Act of I^J2 
The theory underlying the ciiculation of federal 
reserve notes is that they will inciease automati- 
cally in volume with growing trade requirements, 
as reflected in an increasing volume of business 
paper rediscounted with the federal reserve banks, 
and similarly that there wiU occur an automatic 
retirement of federal reserve notes as trade needs 
decline. However, in an emergency period such as 
existed in the United States between 1929 and 
1938, It may happen that currency demands from 
time to time will lose their normal relationship to 
the rise and fall of trade demands. The amount of 
currency demanded relative to the amount of bus- 
iness being done may then become greater, because 
of the hoarding of money, decreased rate of mon- 
etary turnover, and numerous bank failures, at 
times when both trade and the volume of redis- 
counted paper are declining. At such times the de- 
mand for an increase in the amount of money in 
circulation is not due to increased trade require- 
ments, but m part to an extensive substitution of 
cash payments for check payments in communities 
where banks have failed It is also due in part to 
a breakdown of confidence resulting not only in 
private hoarding but also in the taking of pre- 
cautionary measures by many commercial banks 
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which substantially increase their vault cash to 
enable them to meet the hazards of bank runs. 

While It IS true that published figures reveal that 
there was a large aggregate volume of commeicial 
paper eligible for rediscount in the portfolios of the 
member banks in the autumn of 1931 and early in 
1932, many individual banks, nevertheless, had 
little or no such eligible paper. In order to take 
care of this situation, the Glass-Steagall Act was 
passed as an emergency measure on Febimary 27, 
1932. This and subsequent legislation amended 
section 16 of the Federal Reserve Act so as to make 
possible the acceptance of the diiect obligations of 
the United States government purchased in the 
open market as collateral against the issuance of 
federal reserve notes. However, if a federal reserve 
bank desires to obtain federal reserve notes in 
return for the deposit of United States govern- 
ment bonds with a federal reserve agent, the ap- 
proval of a majority of the members of the Board 
of Governors is required. This privilege was 
originally to extend only until March 3, 1933, but 
was subsequently renewed on various occasions 
Its expiration date according to present law is 
June 30, 1939. 

The following table shows for each of the years 
1932 to 1936 inclusive (month-end figures) the 
largest and smallest amount of United States gov- 
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ernment securities held as collateral for federal re 
serve notes 


YEAR 

MAXIMUM 

{mtllions) 

MINIMUM 

{mtlhons) 

1932 

1635 June 

?205 Ma^ 

1933 

885 Mar. 

313 Jan.' 

1934 

570 Jan. 

241 Dec, 

193s 

238 May 

123 Nov 

1936 

135 Jan. 

57 Apr. 


Now that our United States government bonds 
are no longer specifically payable in gold but mereij 
in inconvertible legal tender money, including fed- 
eral reserve notes Aemselves, the policy of securing 
the notes by the bonds is fundamentally unsound. 
The notes are secured by the bonds and the bonds 
are payable in the notes, which in turn are no 
longer convertible into gold on demand. Such notes 
are in important respects similar to the German 
Reichsbank notes which after the World War de- 
preciated to a trillionth of their original gold value. 
Since the emergency which led to this policy in the 
Umted States is past, the policy should be dis- 
continued. 

Elashcity of Deposit Currency 
Elasticity of deposit currency, although it has 
not received as much attention in our economic 
literature as has been devoted to the elasticity of 

1 Annual Reports of the Board of Governors of the Federal Reserve System^ 
passim* 
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bank-note cuirency, is of greater importance be- 
cause the amount of business done by means of 
deposit currency is many times greater than that 
done by means of bank notes. Prior to the establish- 
ment of the federal reserve system, as we have 
seen,^ our deposit currency, although not as in- 
elastic as our bank-note currency, was none the less 
deficient in the quality of elasticity How has the 
federal reserve system remedied this defect? 

Removal of Old Rigid Legal Reserve 
Requirements 

The federal reserve system increased the elas- 
ticity of our deposit currency in a number of ways. 
In the first place, it removed the rigid legal reserve 
requirements of our national banking system and 
put in their place much less rigid provisions. The 
only legal reserves now required of national banks 
are reserves deposited in the federal reserve banks. 
For till money, banks are permitted to hold in their 
own vaults as much or as little money as they in- 
dividually need, and the kinds of money they 
desire. 

As previously noted,* a powerful new element of 
elasticity has recently been incorporated into our 
banking system by giving to the Board of Gov- 
ernors authority to raise or lower legal reserve re- 

* Supra^p^ 17-8 

’ Supra, p 45 j 
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quirements for member banks, thereby tending 
respectively to contract, oi to expand the country’s 
deposit currency circulation 

The federal reserve banks themselves aie re- 
quired to hold against deposits a legal reserve of 
lawful money equivalent to 35 per cent ^ Unlike 
member banks, however, the federal reserve banks 
are not pressed by competition and by the desire 
for profits to take up the slack and reduce their 
reserves in ordinary times to this normal legal 
minimum. There has been no evidence that the 
federal reserve banks will keep their credit ex- 
tended to near the legal limit, as individual banks 
commonly did in the not very distant past. Despite 
the urgent need of funds brought about by post- 
war conditions, during the ’twenties, our federal 
reserve banks adopted the policy of maintaining 
reserves well above the legal minimum, and since 
1930, with a few exceptions covering comparatively 
brief periods, they have continued to do so. They 
have httle incentive to reduce their reserves to a 
dangerously low figure, because no earnings of a 
federal reserve bank above the amount required to 
pay an annual 6 per cent cumulative dividend on 
Its stock can ever be paid to a member bank 

1 In this connection it should be noted that the Federal Reserve Act, 
Seefaon n (4c), empowers the Board of Governors “To suspend for a 
period not exceeding thirty days, and from time to time to renew such 
suspension for periods not exceeding fifteen days, any reserve require- 
ments specified m this Act ” 
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Fortunately there has appeared no evidence of 
competition among the federal reserve banks to see 
which can show the largest profits 
The most important device of the federal re- 
serve system for securing elasticity of deposit cur- 
rency, as well as of bank-note currency, is found 
in the machinery enabling member banks to bor- 
row funds of their federal reserve bank ^ Funds so 
borrowed, when left on deposit with the federal re- 
serve bank, serve as legal reserve money for the 
member banks. The making of such loans to mem- 
ber banks is one of the chief functions of federal 
reserve banks Broadly speaking the loans are of 
two kinds, rediscounts, and loans on collateral. 
Let us consider briefly each of these types of loans. 


Rediscounting 

Federal reserve banks always stand ready to 
rediscount m time of need ehgible paper for mem- 
ber banks and for federal intermediate credit banks. 

' For example, a country bank, whose reserve is in danger of running 
below the 7 per cent of demand deposits, and the 3 per cent of time de- 
posits, required by law — assuming the minimum statutory requirements 
in force — or which is in need of more cash for till money, may take 
$10,000 of Its eligible commercial paper to its federal reserve bank and 
have It rediscounted for 60 days at, say, per cent The proceeds would 
be $9,915, which at 7 per cent would represent a legal reserve sufficient for 
$141,786 of demand deposits, and would therefore greatly increase the 
bank’s lending power Any part of the proceeds of the rediscount in excess 
of that needed to maintain the bank’s 7 per cent legal reserve with the 
federal reserve bank could be checked against and taken in cash, pre- 
sumably in federal reserve notes, for the bank’s till money 
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For the purpose of keeping the assets of fed- 
eral reserve banks liquid, the law and the admin- 
istrative regulations of the federal reserve author- 
ities place limitations upon the kinds of paper 
eligible for rediscount. These limitations have 
reference both to the length of time the paper is to 
run, and to the purpose for which it is issued. As 
to time, notes and bills rediscounted must have a 
maturity at the time of rediscount of not more than 
go days (exclusive of days of grace), except that 
when such paper has been issued or drawn for an 
agricultural purpose, or is based upon livestock, it 
may have a maturity, at the time of rediscount, of 
nine months (exclusive of days of grace) . The Board 
of Governors may regulate the volume of such agri- 
cultural rediscounts. 

As to the purpose for which rediscoun table h ills 
and notes may be issued, the law limits rediscounts 
to the following classes of paper: (i) notes, drafts 
and bills of exchange bearing the endorsement of a 
member bank or of a federal intermediate credit 
bank issued, drawn or used for agricultural, in- 
dustrial or commercial purposes, (2) notes, drafts 
and biUs of exchange bearing the endorsement of a 
member bank and issued or drawn for the purpose 
of carrymg or tradmg in bonds and notes of the 
government of the United States, and (3) notes 
with maturities at time of rediscount not exceeding 
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nine months (exclusive of days of grace), that are 
secured by veterans’ adjusted service certificates, 
whether or not the bank offering them for redis- 
count is a member of the federal reserve system. 

Collateral Loans 

The second type of loan to member banks con- 
sists of short-term advances on their secured 
promissory notes Such advances for periods 
not exceeding fifteen days can be made by the 
federal reserve banks on the promissory notes of 
member banks when secured by a deposit or 
pledge of the direct obligations of the United States 
government, or its fully-guaranteed obligations 
(including Federal Farm Mortgage Corporation 
bonds or Federal Home Owners Loan Corporation 
bonds), or the debentures or other obhgations issued 
by a federal in tei mediate credit bank. Similarly, 
loans can be made to member banks on their 
promissory notes, for periods not exceeding nmety 
days, when secured by notes, drafts, bills of exchange 
or bankers’ acceptances that are eligible for redis- 
count or purchase by the federal reserve banks. 

There was no provision in the original Act for 
collateral loans, but experience soon showed that 
member banks frequendy wished to obtain ad- 
vances from the federal reserve banks for brief 
periods — so brief that they were reluctant to re- 
discount customers’ paper for the purpose. To 
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meet the difficulty, an amendment to the Federal 
Reserve Act was passed September 7, 1916, 
authorizing these short-time collateral loans, and 
several subsequent amendments to the law on this 
subject have been made. The authority to make 
such loans proved to be particularly useful in con- 
nection with the war-time financing by the banks 
of Liberty bond and certificate of indebtedness 
purchases either for themselves or for their cus- 
tomers — ^purchases which were likely to involve 
heavy drain upon the banks for very brief periods. 
During the years 1917 to 1920 these collateral loans 
constituted by far the most important form of ad- 
vance made by federal reserve banks to member 
banks Most of these loans were secured by United 
States certificates of indebtedness and Liberty 
bonds. After the summer of 1920, however, there 
was a great decline in the amount of short-time 
loans collateralled by the public debt which were 
held by federal reserve banks. During 1928 and 
1929 the volume of such loans to member banks 
again increased so that in March 1929 member 
bank collateral notes secured by United States 
government obligations amounted to nearly $ 6 y 6 
million, compared with |i,5io million on December 
26, 1919, and with only $187 million on December 
31, 1924. The amount of such loans to member 
banks has since decreased again and on September 
28, 1938, amounted to only $6 million. 
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Provisions of the Glass-Steagall Emergency Measure 
of 1932 Relating to Collateral Loans 
During 1931-33) ^ period of extraordinary bus- 
iness depression, low business confidence, and wide- 
spread hoarding, many banks, particularly the 
smaller banks, reached a point where they had 
little opportunity to make loans that fell within 
the category of eligible paper Furthermore, they 
found their credit expansibility brought to a sud- 
den halt by the unprecedented decline in value of 
the secondary reserves which they held m the form 
of investments m government bonds, corporation 
bonds, and other securities 
The great severity of the 1931-33 breakdown 
may be realized by comparing the volume of bank 
suspensions and commercial failures which occurred 
then with the corresponding figures for previous 
depression years. 

BANK SUSPENSIONS COMMEROUL FAILURES 

Year Number LtabtlUtes Number Liabilities 

18931 421 $ 122,377,000 15,242 1346,780,000 

1908 176 203,401,000 15,690 222,316,000 

1921 505 172,188,000 19,652 627,402,000 

1931 2,294 1,690,669,000 28,285 736,309,000 

1932 1,456 715,626,000 31,822 928,313,000 

1933" 5)148 4)497)969)000 20,307 502,831,000 

^ There is a slight difference between the method of computing the 
bank suspension figures for the years 1893 and igo8, and that for the 
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It Will be noted, when comparison is made with 
previous depression years, that the three years of 
this period were chaiacterized by a much larger 
ratio of bank failures to commercial failures, both 
in number of failures and in the amount of liabil- 
ities involved. 

In order to relieve the extreme pressure upon the 
banks, a number of emergency measures were 
adopted by Congress and by the various state gov- 
ernments. The most important of the early mea- 
sures was the Glass-SteagaU Act of February 27, 
1932,. This act added two sections to the federal 
reserve law, sections loa and lob. 

The amendments provided that member banks 
either in groups of five or more, or as mdividual 
banks, might borrow from the federal reserve banks 
upon other security than that heretofore defined 
as ehgible for rediscount, if approval was given by 
five or more members of the Federal Reserve 
Board. This privilege could be used, however, only 

later years given m the table See Annual Report of the Federal Deposit 
Insurance Corporation for 1934, pp 92-4 

“ This was the year of the “banking hohday” in early March, when for 
a time all the banks of the country were closed The figures here given 
cover (i) all banks suspending prior to the “banking holiday”, (2) all 
banks that remained closed after the expiration of the “banhng holiday”, 
and (3) all banks that closed subsequent to the “banking hohday ” 
Many of these banks subsequently reopened Of the 1,492 suspended 
national banks with deposits of >2,062 milhon, 421 with deposits of 
>766 million did not reopen and of the 3,656 state banks suspending with 
total deposits of >2,436 million, those not reopening had deposits of 
>1,272 million ibid ,p 95 
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if the member banks in question did not have in 
their individual portfolios eligible paper on which 
they could borrow from a federal reserve bank in 
the ordinary way sufficient to meet all reasonable 
demands made by their depositors. Furthermore, 
the rate of interest on such loans was to be i per 
cent above the discount rate of the federal reserve 
bank; and finally, the security offered as collateral 
for the loan was to be scrutinized and approved by 
the federal reserve bank, and in no case could such 
secui ity be foi eign obligations of any sort. Although 
the Glass-Steagall Act m part (section lob) was in- 
tended as an emergency measure to be in force only 
one year, this legislation (with shght change) has 
since been made a permanent part of the Federal 
Reserve Act.^ 

Contraction of Circulating Credit 
So far we have been speaking of the elasticity of 
deposit currency under the new banking system in 
the direction of expansion in times of increasing 
currency demand According to the theory on 
which the federal reserve system was established, 
the contraction of deposit currency, when that 
becomes necessary, should be brought about by the 
pressure of rising rediscount rates and the sale by 
the federal reserve banks of government securities 
and bankers’ acceptances in the open market. Such 
' Cf ‘vfra, p 159 
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sales withdraw money from the market when pay- 
ment IS made for them, reduce member bank re- 
serves, and tend to increase the indebtedness of the 
member banks to the federal reserve banks. Rising 
discount rates, in turn, make all borrowing from the 
federal reserve banks more expensive The result 
IS that the member banks become more reluctant 
to make new loans to their customers and less dis- 
posed to renew loans already outstanding. 

A new power of credit expansion and contraction 
was given to the Board of Governors by the emer- 
gency legislation of 1933 and the Banking Act of 
1935 in the Board’s authority administratively to 
vary at its discretion member bank reserve re- 
quirements within the limits of the statutory 
minima and maxima twice as high. 

In the exercise of these powers a great public 
responsibility rests upon the federal reserve au- 
thorities to conserve the banking strength of the 
country in times of easy money, so that it will be 
adequate to meet the calls made upon it in times 
of emergency 

There is no question but that the federal reserve 
system has added to the elasticity of both our 
deposit currency and our bank-note currency. 



CHAPTER VIII 


Domestic and Foreign Exchange Under the 
Federal Reserve System 

W E may now pass to the consideration of how 
the federal reserve system is meeting the 
difficulties of the old banking regime as regards 
domestic and foreign exchange. Domestic exchange 
wiU be considered first. 

Domestic Exchange 

Under the old regime the collection and clearing 
of out-of-town checks for countiy banks was 
handled largely by the banks in reserve and cen- 
tral reserve cities, which were the depositaries of 
a large part of the legal reserves of the country 
banks.^ The service of collecting these out-of-town 
checks was rendered to the country bank as a par- 
tial compensation for the use of its reserve deposits 
at a low rate of interest, and as a lure in seeming 
other business from the country bank, since com- 
petition for the accounts of out-of-town banks was 
keen among large banks in money market centers. 
When Congress decided, therefore, that the prac- 
tice of pyramiding the legal reserves of national 
banks by permitting them to be deposited to a 
large extent in other national banks was unsound 

^ Supra , pp 20-2 
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and should be discontinued, it was naturally forced 
to provide machinery to take the place of the re- 
serve and central reserve city correspondent banks 
for the woik of collecting out-of-town checks. If the 
country bank was no longer to be permitted to 
count a deposit with its city correspondent as legal 
reserve money, but was to be compelled to main- 
tain its entire legal reserve in its own vaults and 
on deposit with its federal reserve bank, it would 
naturally withdraw or at least greatly reduce its 
deposit balance with its correspondent banks. But 
under such circumstances, who would collect its 
out-of-town checks and otherwise serve it in con- 
nection with out-of-town business ^ The city bank, 
no longer holding the country bank’s reserve de- 
posits, would not be disposed to perform without 
charge these services for the country bank; and 
further, having ceased to be the country bank’s 
reserve agent, the city bank would vei y likely want 
to compete for some of the country bank’s most 
attractive business Obviously, if the new federal 
reserve banks were to displace city correspondent 
banks as the holders of the count! y banks’ de- 
posited reserves, they should also perform for the 
country banks the service of collecting or clearing 
their out-of-town checks.^ To this end, section i6 

1 Dr H Parker Willis, formerly Secretary of the Federal Reserve 
Board, stated concisely the distinction between collecting and clearing 
checks, as follows “A check is said to be collected when it is sent home to 
the bank on which it is drawn, and arrangement is made to remit the 
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of the Federal Reserve Act provides that the Board 
of Governors of the Federal Reserve System “may 
at Its discretion exercise the functions of a clearing 
house for . . . federal reserve banks, or may 
designate a federal reserve bank to exercise such 
functions, and may also require each such bank to 
exercise the functions of a clearing house for its 
member banks ” The Act also requires a federal 
reserve bank to “receive on deposit at par from 
member banks or from federal reserve banks 
checks and drafts diawn upon any of its depositors, 
and when remitted by a federal reserve bank, 
checks and drafts drawn by any depositor in any 
other federal reserve bank or member bank upon 
funds to the credit of said depositor in said reserve 
bank or member bank.” 

Member banks are permitted to make reasonable 
collection and exchange charges, to cover the ex- 
penses involved in the collection and remittance of 
funds. These charges, however, are subject to 
regulation by the Board of Governors and may not 
in any case exceed 10 cents per $100 or fraction 
thereof, based on the total of checks and drafts 
presented at any one time The law specifically 
provides that no such collection or exchange 

proceeds, it is said to be cleared when the bank receiving it ofiFsets it 
against checks in favor of the institution by which it is to be paid, and 
then collects or remits only the balance, if any ” ^be Federal Reserve, 
p 223 
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charges shall be made against the federal reserve 
banks. 

The problem of establishing a satisfactory clear- 
ing and collection system was looked upon as per- 
haps the most difficult and complicated one con- 
fronting the federal reserve authorities in the early 
days. At first they moved slowly and allowed the 
different reserve banks a wide discretion in the 
matter of arrangements for the dealing and collec- 
tion of checks Moreover, in most districts the 
utihzation of the clearing and collection system 
established by the federal reserve banks was op- 
tional with member banks. Some joined the system 
and many did not. It soon became evident that to 
be really effective a clearing and collection system 
needed to be approximately uniform m its workings 
tliroughout the country and to embrace the largest 
possible number of banks Any system in which 
only a limited number of banks should utihze the 
federal reserve deal mg and collection system and a 
large number handle their checks in the old way 
would be unsatisfactory. It would mean a wasteful 
duplication of machinery analogous to that which 
exists when a city has two separate telephone ser- 
vices. After nearly two years of experimentation, 
therefore, the Federal Reserve Board issued regula- 
tions for a clearing and collection system, which 
was put into operation July 15, 1916, in all federal 
leserve districts — a system whose privileges, under 
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certain limitations, were extended by an amenda- 
tory act of June 21, 1917, to qualifying banks which 
are not regular members of tlie federal reserve 
system. 

Present Clearing and Collection System 

Briefly summarized the mam features of the plan 
are as follows : 

Each federal reserve bank exercises the functions 
of a clearing house in its district for member banks 
and for qualified non-member banks, known as 
“clearing member banks ” From such banks in its 
district the federal reserve bank will receive at par 
“checks drawn on all member and clearing member 
banks and on all other non-member banks, which 
agree to remit at par through the federal reserve 
bank of their district.” Clearing and collection ser- 
vices for member and clearing member banks and 
for other federal reserve banks are also rendered by 
each federal reserve bank in the case of checks le- 
ceived fiom outside the district, which aie drawn 
upon member and clearing member banks of the 
district and upon all non-member banks of the 
district, whose checks can be collected at par by 
the federal reserve bank 

These two provisions make the field of the par 
clearing and collection system coextensive with the 
United States and provide a machinery for the 
handling of checks received from practically all 
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important points without the distiict as well as 
from within. All banks belonging to the clearing 
system aie required to pay without deduction 
checks drawn upon themselves when presented by 
a federal reserve bank. On December 31, 1937, 
there were 12,12.6 banks on the par list of the 
federal reserve clearing system, of which 6,341 
were member banks and 5,784 non-member banks. 
These figures included most of the commercial 
banking resources of the country, since the com- 
mercial banks remaining outside the system are 
for the most pai t small ones. Of the 2,743 banks 
which were still refusing to remit at par to the 
federal reserve banks for checks drawn upon them, 
1,442 were situated in eleven Southern States and 
I3I77 of them were in the West North Central 
States and the adjoining State of Wisconsin There 
were no such banks in the Boston, New York or 
Philadelphia districts, and there were only two in 
the Cleveland district 

Duiing the year 1937 the twelve federal reserve 
banks handled approximately one billion checks 
with a total value of ^255 billion Commenting 
upon similar figures for 1925 the Federal Reserve 
Board said'^ 

In the ordinary course of their transactions 
from day to day member banks constantly make 
deposits to be credited to their reserve accounts 

* Annual Report of the Federal Reserve Board for rgzs, p 13 
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and make payments to be charged against these 
accounts It is far from true, therefore, that mem- 
ber banks’ reserve balances with the reserve banks, 
on which no inteiest is paid, are idle assets avail- 
able for no purpose other than to meet legal require- 
ments. On the contrary, in addition to their use 
as reserves, member bank balances are available 
as clearing accounts through which member banks 
can make continuous settlements with other banks 
in the most expeditious and economical manner.” 

The old evil previously described^ of carrying 
the “float” as a part of a bank’s legal reserve is 
eliminated by a provision to the effect that, al- 
though checks received by the federal reserve bank 
will be immediately credited (subject to flnal pay- 
ment) to the bank sending them, the proceeds 
thereof will not be counted as part of the legal re- 
serve, or become available to meet checks drawn 
against them, until a sufficient time has elapsed to 
allow for their actual collection. If the bank send- 
mg m checks is not to be permitted to draw against 
the credit which they create until a sufficient time 
has elapsed for their collection, obviously the checks 
should not be charged by tlie federal leserve bank 
against the reserve account of the bank upon which 
they are drawn “until sufficient time has elapsed 
for the checks to have reached the member bank 
and for returns in due course to have reached the 

> Supra, pp 21-2 
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federal reserve banks.”’- This is the rule now in 
force. 

If a bank’s deposit at the federal reserve bank 
IS insufficient to cover its legal reserve requirement 
and in addition to meet an adverse balance which 
arises against it out of clearing operations, it is 
authorized to ship currency or specie from its own 
vaults at the expense of its federal reserve bank in 
order to cover the deficiency In case of a deficient 
balance at the federal reserve bank, the member 
bank, of course, may also be allowed to make up 
the deficiency by borrowing from the federal re- 
serve bank on its eligible paper. 

In handling items for member and clearmg 
member banks, a federal reserve bank acts as agent 
only. 

Under the federal reserve clearing and collection 
system checks are sent to federal reserve banks and 
to member and clearing member banks by the most 
direct routes, and the number of par collection 
points in the United States is made almost equal 
to the number of places of any considerable size 
where commercial banks are situated. The result is 
that the new system is rapidly doing away with 
the old evil of routing checks. 

The cost of collecting and clearing checks for 
member and clearing member banks is borne by 
the federal reserve banks. For some time service 

'See Annual Report of the Federal Reserve Board for pp 9-12 



FEDERAL RESERVE SYSTEM 


91 


charges of so much per item were imposed. But 
these charges, so far as they relate to cash items, 
were discontinued by an order of the Federal Re- 
serve Board effective June 15, 1918.^ 

Banks which formerly charged their customers 
excessive rates for collection are being forced by 
competition or by the Board of Governors’ regu- 
lations to reduce their charges. They may, as a 
compensation, require customers to carry larger 
balances, or they may find it profitable to carry 
the expense themselves as an item of advertising 

The collection service now covers items other 
than checks such as piomissory notes, trade bills, 
time drafts, coupons, acceptances and the like, an 
obvious need if the federal reserve banks are to 
serve member banks as adequate substitutes for 
the member banks’ former reserve agents Such 
Items, when payable at places where the federal 
reserve banks have satisf^actory arrangements for 
collecting checks through banks, are collected by 
federal reserve banks for member banks without 
any chaige other than an exchange charge that 
may be made by the collecting bank. Upon items 
returned unpaid, however, there is imposed a 
charge of fifteen cents, with the object of prevent- 
ing the clogging of the federal reserve collection 
system with dunning drafts. 

1 See Federal Reserve Bulletin, May igi8, pp 371-j 
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Interdistrict Settlement Fund 
One serious difficulty of the old collection system, 
as we have seen, was the need of numerous and 
expensive shipments of currency back and forth 
over the country as the seasonal stresses in the 
trade demands for currency shifted from one sec- 
tion to another. The new system eliminates the 
necessity of a large proportion of these currency 
shipments and reduces the expense of those ship- 
ments which do take place. 

The mechanism by which the necessity of a large 
proportion of these currency shipments is avoided 
IS that of the Interdistrict Settlement Fund, which 
was formerly known as the Gold Settlement Fund. 
This Fund, although planned m its essentials early 
in 1914, was not established until May 27, 1915. 
The order of the Federal Reserve Board establish- 
ing the Fund^ required each federal reserve bank to 
forward to the Treasury or the nearest sub-treasury 
of the United States for credit to the account of the 
Gold Settlement Fund one million dollars in gold 
or gold certificates, and m addition an amount at 
least equal to its indebtedness due to all federal 
reserve banks The sums so deposited, which since 
January 1934, cannot be held in the form of gold 
coin or gold bullion,® are made payable to the order 
of the Board of Governors. Each federal reserve 

'■ Regulation L, Series of 1915 
’ el wjra, pp aio-i 
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bank is required to maintain a balance in the Fund 
of not less than one million dollars. As a matter of 
fact, all the banks carry balances many times as 
large as this minimum Credit on the books of the 
Fund is counted as a part of a federal reserve 
bank’s legal reserve. The settlement of balances 
between federal reserve banks is effected daily, 
through the instrumentality of telegrams sent to 
the Board of Governors, by transfer of debits and 
credits on the books of the Interdistrict Setdement 
Fund. 

Through the machinery of this Fund, transfers 
may be made among all the federal reserve banks, 
between any federal reserve bank and any federal 
reserve agent, and between any federal reserve 
bank or any federal reserve agent and the Treasury 
of the United States. Also, by means of the Fund 
and of the other transfer facilities of the federal 
reserve banks, these banks are now enabled to make 
telegraphic transfers of funds to all parts of the 
United States for their members without any 
charge whatever They have been able, m addition, 
to inaugurate a system of federal reserve exchange 
drafts, according to which a member bank may 
draw special drafts on its federal reserve bank for 
amounts not exceeding $5,000, which are receiv- 
able for immediate availabihty at any other federal 
reserve bank 
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The Interdistrict Settlement Fund used in effect- 
ing payment between federal reserve banks has 
almost eliminated tlie necessity of shipping money 
between federal reserve banks On December 31, 
1937, that Fund amounted to $'i,SSo 8 million. The 
transit clearings between federal reserve banks 
effected through the Interdistrict Settlement Fund 
during 1937 amounted to $ioj billion. 

The federal reserve clearing and collection system 
IS therefore providing a means of eliminating the 
evils of the old system Excessive collection charges 
are rapidly becoming things of the past. Banks are 
enabled to dispense with the necessity of tying up 
large sums in scattered deposits with correspondent 
banks for the purpose of securing for themselves 
adequate facilities for the collection of checks 
These deposits can now be brought home and the 
funds loaned out. The routing of checks is being 
eliminated and the “float” is being gready reduced 
— all of which are important gains to the public 
Heavy currency shipments are avoided, and the 
expenses of a large part of the currency shipments 
that do take place are assmned by the federal 
reserve banks for the member banks. 

Foreign Exchange 

The federal reserve law has brought about im- 
portant reforms in the matter of financing our 
foreign trade The machinery created by our 
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twelve federal reserve banks has done much 
toward developing an American discount market. 
This development was for a time expedited by the 
heavy demands for American funds on the part of 
foreign nations, caused by the World War, by re- 
construction needs, and by the disruption of foreign 
money markets. Much of our foreign trade which 
was formerly financed through letters of credit, un- 
der which sterling bills were di awn, has now for some 
time been financed directly by means of dollar 
exchange, namely, biUs drawn on banks and busi- 
ness houses m the United States and payable m 
dollars Banks are willing to buy such paper drawn 
in connection with our import and export trade, 
because there is now a ready market for its sale and 
rediscount — a market created largely by the fed- 
eral reserve system. Furthermore, bank acceptances 
m connection with foreign trade are now legalized 
in the United States, and importers may arrange 
with American banks to have their foreign exporters 
draw bills m dollars directly on the importer’s bank 
m the United States, while foreign importers may 
open credits in American banks upon which 
American exporters may draw, the bills being 
accepted by the American bank and sold in the 
American discount market. 

The foreign exchange division created by the 
Federal Reserve Board in December 1917, ren- 



THE A B C OF THE 


dered valuable service during the War in stabilizing 
exchange both with our allies and with neutrals 

Under the provisions of the Federal Reserve Act, 
national banks with a capital and surplus of a 
million dollars or over may be authorized by the 
Board of Governors under certain restrictions to 
establish branches abroad, and many such branches 
have already been established. Similarly, national 
banks may invest an amount not exceeding lo per 
cent of their capital and surplus in the stock of 
banks chartered in the United States and prin- 
cipally engaged in international or foreign banking 
or banking in American dependencies, or engaged 
m such phases of international or foreign financial 
operations as may be necessary to facilitate our 
foreign trade. In this way a number of banks have 
been established which are owned either wholly or 
in part by groups of national banks. 

In order to encourage Ameiican trade and the 
investment of American capital m foreign enter- 
prises, there was added to the Federal Reserve Act 
on December 24 , 1919, an amendment popularly 
known as “the Edge amendment.”^ This amend- 
ment authorizes the organization of corporations 
“for the purpose of engaging in international or 
foreign banking or other mtei national or foreign 
financial operations.” The field of operation in- 
cludes the msular possessions of the United States. 

* The amendment comprises section of the Federal Reserve Act. 
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Corporations organized under this amendment may- 
conduct their business either directly or through 
the agency, ownership oi control of local institu- 
tions abroad. They may not carry on any part of 
their business in the United States except such as, 
in the judgment of the Board of Governors, shall 
be incidental to their international or foreign busi- 
ness 

There are two respects in which corporations 
organized under this Edge amendment may be 
affiliated with the federal reserve system, although 
these corporations cannot become regular member 
banks In the first place, they operate under the 
supervision of the Board of Governors which is 
given by the law large poweis of examination and 
contiol 1 In the second place, any national bank 
may invest to a limited extent in the stock of these 
corporations 

The Edge amendment has been on the statute 
books since December 1919. Not until 19273 how- 
ever, weie debentuies issued by a corporation 
organized under the amendment, although as early 
as Februaiy 1921, two international financial cor- 

1 The Federal Reserve Board on March 23, 1920, issued its Regulation 
K, Senes of 1920, governing the organization and operation of corpora- 
tions organized under the Edge amendment See also Annual Report of 
the Federal Reserve Board for 1924, pp 267-72 Regul.ition K was revised 
very substantially by the Federal Reserve Board in June 1927 and again 
amended in August and October 1927 See Annual Report for 1921, p 
42, and for a copy of Regulation K, Senes of 1930, see Annual Report of 
the Federal Reserve Board for 1930, pp 263-9 
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porations had been organized under the amend- 
ment, one with a capital stock of ^2,100,000 and 
the other with a capital stock of ^7,000,000 ^ Later 
another such corporation was oigamzed with a 
capital stock of $ 2 , 000,000 These corporations 
have all been liquidated and at the present time 
the Chase Bank of New York City, authorized to 
operate under this amendment in 1930 with a 
capital of $ 5 , 000 , 000 , IS the only corporation so 
operating 

As a result of the World War and of subsequent 
changes m our banking system, we are now financ- 
ing directly a large proportion of our foreign trade. 
This development is shown in Chart V on page 98 

1 Annual Report of the Federal Reset ve Board for 19^7 > P 4^ 
tbtd , igsS, p 36 



CHAPTER IX 


The Federal Reserve System and the 
Federal Treasury 

T he fourth and last of the general defects of the 
old banking system which were discussed in the 
early part of this book, was the defective organi- 
zation from the standpoint of the Federal Treasury. 
How IS the federal reserve system remedying this 
defect? 

The provisions of the Federal Reserve Act con- 
cerning the deposit of government funds are in 
section 15. They are* “The moneys held in the 
general fund of the Treasury, except the five per 
centum fund for the redemption of outstanding 
national-bank notes and the fonds provided in this 
Act for the redemption of federal reserve notes 
may, upon the direction of the Secretary of the 
Treasury, be deposited in federal reserve banks, 
which banks, when required by the Secretary of 
the Treasury, shall act as fiscal agents of the 
United States, and the revenues of the govern- 
ment or any part thereof may be deposited m such 
banks, and disbursements may be made by checks 
drawn against such deposits. 

“No public funds of the Philippine Islands, or 
of the postal savings,^ or any government funds, 

1 Under certain conditions, the deposit of postal savings funds is 
permitted m banks not members of the federal reserve system See 
Kemmerer, Edwin W , Postal Samngs, pp 112-6 
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shall be deposited in the continental United States 
in any bank not belonging to the system established 
by this Act;^ Provided, however, That nothing in 
this Act shall be construed to deny the right of the 
Secretary of the Treasury to use member banks as 
depositories. 

“The federal reserve banks are hereby author- 
ized to act as depositories for and fiscal agents of 
any National Agricultural Credit Corporation or 
Federal Intermediate Credit Bank.” 

Many of the advocates of the federal reserve 
system beheved that this section did not go far 
enough. They maintained that the practice of de- 
positing government funds in thousands of banks 
scattered over the country was unsound and expen- 
sive, and wished the law to make the federal reserve 
banks the depositaries of practically all general 
funds, dispensing with the use of individual banks 
as depositaries and ultimately with the independent 
treasury system. It was felt by many, however, 
that the immediate adoption of such a plan would 
be moving too rapidly and tliat it was undesirable 
to limit so nairowly the Secretary of the Treasury, 
who IS responsible for the safety of government 
funds. The extent to which the Secretary of the 
Treasury should keep general funds in the federal 
reserve banks, m member banks, and in the sub- 

' But see infra, pp 104-j 
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treasuries was, therefbie, left to his discretion 
There appears, however, to have been a widespread 
belief that the federal reserve banks would become 
to an increasing extent the depositaries of federal 
funds, and that national banks and the sub-trea- 
suries would, as time went on, receive an ever- 
declining proportion of these funds. 

There is much to be said in favor of the proposi- 
tion that banks desiring government funds should 
present their claims for advances to their respective 
federal reserve banks, and receive such funds only 
by the oidinary metliod of borrowing. This would 
simplify the problem, remove from the Secretary 
of the Treasury the onerous task of apportioning 
funds among thousands of individual banks, and 
discourage the banks from depending upon the 
Secretary of the Treasury as a sort of grandfather 
for aid in time of need. The federal reserve bank, 
which is having continual dealings with all its 
member banks, would presumably be in a better 
position to Judge the comparative needs of different 
banks than would the Secretary of the Treasury. 
Moreover, how can a federal reserve bank by ad- 
vancing discount rates, contracting loans and mak- 
ing sales in the open market, place adequate pres- 
sure on member banks to conserve their strength 
for times of need, if the member banks can “go 
around” the federal reserve bank and the Board of 
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Governors and obtain funds directly from the 
Secretary of the Treasury, and if the government 
conducts directly with the public extensive cash 
operations by means of the cash which it carries m 
Its own vaults'*^ 

For these and other reasons it was expected that 
the Secretary of the Treasury, m the exercise of the 
discretion granted him by the law, would deposit the 
government funds to a large and increasing degree 
m federal reserve banks. Events pointed clearly 
m this direction prior to our entrance mto the War 
Governor Strong of the New York Federal Reserve 
Bank wrote me. “The first deposit of government 
funds made by theTreasury with the federal reserve 
banks was on September 4, 1915, when certain 
special deposits were made in a number of banks. 
Later, arrangements were made to have the col- 
lectors of customs and collectors of internal 
revenues in the twelve federal reserve bank cities 
deposit all of their funds in the federal reserve 
banks and as a matter of fact, for a long period 
prior to the passage of the Bond Act of April 24, 
1917, which altered the status of public deposits, 
the federal reserve banks had been receiving the 
prmcipal revenues of the government outside of 
postal funds and had been paying a very large pro- 
portion of government checks and warrants. The 

1 cf infra, pp 263-9 
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limitation of this fiscal agency service in the collec- 
tion of revenues and payment of checks to the 
twelve federal reserve bank cities was, of course, 
due to the inconvenience of extending these opera- 
tions to places where federal reserve banks had not 
yet established branches. The plan therefore of 
actively employing the federal reserve banks as 
fiscal agents had been put into operation some 
time before the first bond bill was passed and was 
an important and very active part of the work of 
the reserve banks almost immediately after the 
arrangement was established.” 

The abnormal conditions, however, created by 
the World War set up obstacles in the way of the 
government’s discontinuing the use of individual 
banks as depositaries of government funds. During 
the early days of the War the heavy demands for 
funds in America to meet obligations due abroad 
and the frenzied condition of the money markets 
throughout the world prevented the inauguration 
of a policy of withdi awing government funds from 
individual banks and depositing them in the federal 
reserve banks Later the heavy buying in this 
country by European belligerents discouraged this 
policy. It was not a time for withdrawing large 
sums from individual banks Finally our own 
entrance into the War and the floating of oui huge 
Liberty loans rendered a transfer of this kind out 
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of the question. In the interest of reducing to a 
minimum the disturbance to the money market 
involved m the floating of these loans, the govern- 
ment wisely adopted the policy of keeping the 
funds widely scattered and, to as large an extent as 
practicable, in the banks of the communities where 
they were received. The result was that during 
1917 and 1918 there were more government funds 
in individual banks than at any previous period in 
our history. The deposits of government funds, 
moreover, were then not limited as they are today, 
to banks that are members of the federal reserve 
system, since the law under which government 
bonds and certificates of indebtedness were issued 
after we entered the War provided for the deposit 
of then proceeds in qualified national banks and 
state banks and trust companies against certain 
approved collateral Numerous non-member banks 
then qualified as depositaries in connection with 
Liberty loans and issues of certificates of indebted- 
ness. 

An idea of the present situation as regards the 
deposit of federal government funds to the credit 
of the Treasurer of the United States and of other 
federal government officers may be obtained from 
the following figures as of June 30, 1937:^ 

' Annual Report of the Secretary of the treasury for 1937, p 105 
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DEPOSITARIES AMOUNT OF DEPOSITS 


Kind (thousands) 

Federal reserve banks ^92,5808 

Federal reserve member bank deposi- 
taries ^ 40,343 

Special depositaries’- 649,460 

Insular and territorial depositaries 6,703 

(including Philippine treasury) 

Foreign depositaries 3,137 


$792,451 

An act was approved May 7, 1928, which au- 
thorized the Secretary of the Treasury to designate 
as depositaries of public moneys, state banks and 
trust companies which are members of the federal 
reserve system, and to require such banks to act as 
fiscal agents of the government. This act placed 
member state banks and trust companies upon a 
parity with national banks with respect to all gov- 
ernment deposits ^ 

Under the terms of the First Liberty Bond Act 
of 1917 and subsequent legislation, member de- 
positary banks were not required to maintain 
reserves against government deposits, but the 
Banking Act of 1935 now compels the banks to 

* Includes 1,513 national banks and 1,070 state banks and trust com- 
panies, of which 1,309 held deposits on June 30, 1937. 

* Sec Annual Report of the Secretary of the treasury for 1928, p lii , 
also paragraph 14 of section 9 of the Federal Reserve Act 
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keep the same percentage reserve against govern- 
ment deposits as against deposits of individuals 
and corporations. 

Beginning January i, 1913, government de- 
positaries, with the exception of the federal reseive 
banks, were required to pay the government in- 
terest on daily balances. This practice was dis- 
continued by the Banking Act of 1933 (section 
iib), which provides that, with certain exceptions, 
no member bank shall pay interest on demand 
deposits. Since all government deposits maintained 
with depositaries under the supervision of the 
Treasury are demand deposits, the collection of 
interest upon such government deposits terminated 
June 30, 1933, except m the case of certain special 
deposits.^ 

A large number of depositary banks failed during 
the banking crisis of early 1933 and as of March 16 
of that year approximately one-third of the regular 
depositaries were unlicensed. Thanks largely to the 
fact that these government deposits were secured 
by the pledge of collateral in the hands of the gov- 
ernment, the Secretary of the Treasury was able 
to say in his report for the fiscal year 1934' “To 
date, the United States has not sustained any 
losses through the failure of depositary banks.” 

‘ See Annual Report of the Secretary of the "Treasury for p 70 , and 

tbid , 1934, P 73 
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A provision in the Appropriation Act of May 29, 
1920, abolished the sub-treasuries from and after 
July 1 3 1921. Several of them were closed before 
that date. The law authorized the Secretaiy of the 
Treasury to transfer any or all of the duties of the 
sub-treasuries to the Treasurer of the United 
States, or to the mints or assay offices, or to utilize 
tlie federal reserve banks for the purpose of per- 
forming any or all of such duties and functions. 
Pursuant to regulations of the Secretary of the 
Treasury under the authority of this Act, all the 
functions and duties, with two exceptions, pre- 
viously performed by the nine sub-treasuries were 
transferred to the federal reserve banks. The two 
exceptions were the issuance of gold order certifi- 
cates against gold deposits — a function that was 
performed by the Treasurer of the United States 
until the issuance of this type of gold certificates 
was discontinued in 1933 — and the keeping in 
custody of certain reserve and trust funds which, 
except for the silver held against silver certificates, 
are no longer of much importance. 

Since under the legislation of 1933^ and early 
19343 which outlawed the circulation and even 
the holding of gold com, gold bullion (except 
under special license) and gold certificates by the 
American public under heavy penalty and took 

* See section i in of the Federal Reserve Act added by the Emergency 
Banking Act of March 9, 1933 
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over into its own vaults all the country’s monetary 
gold stock, the United States government has been 
the sole owner of the nation’s monetary goldd The 
federal reserve banks, in return for the gold they 
turned over to the Treasury, may receive a new 
form of gold certificate to be used for reseive 
purposes. These certificates may be held only by 
federal reserve banks and the Treasury. In practice 
they are often held in the Treasury for the federal 
reserve banks and federal reserve agents. They are 
redeemable in gold by the government for the 
federal reserve banks alone, and only “at such 
times and in such amounts as, in the judgment of 
the Secretary of the Treasury, are necessary to 
maintain the equal purchasing power of every kind 
of currency of the United States.”® At the present 
time when certificates are redeemed by the Treas- 
ury to provide gold for export, they are redeemed 
at the rate of 13.71 grains of gold to the dollar. 
This IS the gold equivalent of our present dollar and 
IS equal to 59.06 cents of our old gold dollar. The 
President of the United States, however, has au- 

^ The government has complete power, through administrative 
regulation, to control all the gold of the country, most of which it owns. 
According to the Gold Reserve Act of 1934 (section 3), "Gold in any form 
may be acquired, transported, melted or treated, imported, exported, or 
earmarked or held in custody for foreign or domestic account (except on 
behalf of the United States) only to the extent permitted by, and subject 
to the conditions presenbed in, or pursuant to, such regulation," as the 
Secretary of the Treasury shall issue with the approval of the President 

“ Gold Reserve Act of 1934, section 6 
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thority until June 30, 1939, under the so-called 
Thomas amendment of May J2, 1933, and sub- 
sequent legislation, to fix the weight of gold that 
shall constitute a dollar at any point he may 
choose between the equivalent of 50 cents and 60 
cents of our former gold dollar and he may change 
tills weight as often as he may desire. 

When the government forcibly took over the 
gold owned by the people and the banks, it paid for 
it dollar for dollar in inconvertible paper dollars 
which It has since, administiatively and at least 
temporarily, stabilized at the equivalent of 59.06 
cents of our former gold dollar. This gave the gov- 
ernment a profit of approximately 69 per cent on 
each dollar of gold taken over, because the old 
dollar of 23.2a grams of fine gold is the equivalent 
of I1.693 of the new bullion dollar of 13 71 grams. 
In this way the govermnent has realized a so-called 
“revalorization profit”^ of approximately |2,8o8 
million and of this a sum of $1,800 million is now 
held in its “exchange stabilization fund, ”2 and the 

1 Out of this “revaluation profit” or “increment resulting from a re- 
duction in weight of gold dollar,” as it is officially called, $674, 645,630 
were appropriated by the Treasury Department to pay off the 2% Consols 
of 1930 on July I, 1935 the 2% Panama Canal loans of 1916-36 and 
of 1918-38 on August I, 1935, and thereby provide for the retirement of 
the outstanding national bank note circulation 

“ The stabihzation fund is under the exclusive control of the Secretary 
of the Treasury with the approval of the President, “whose decisions shall 
be final and not subject to review by any other officer of the United 
States ’’ The law gives wide discretion as to the purposes for which the 
fund may he used ef Gold Reserve Act of 1934, section lob ifi/t'a, pp. 

313-4 
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balance was turned over to the general funds of the 
Treasury. 

Fiscal Agency Services Rendered by Federal Reserve 
System While Nation Was Engaged in World War 
Everyone knows what happened in regard to 
receipts and expenditures of public moneys under 
the pressure of the World Wai during the years 
1917-19. The figures jumped to propoitions never 
dreamed of before The gross interest-bearing 
public debt in 1916 was approximately $1,000 
million, and in 1919 it had risen to over $2^,000 
million, internal revenue receipts increased from 
^513 million m 1916 to over $3,800 million in 
1919, and to $5,400 million in 1920, ordinary 
government disbursements rose from $724 million 
in 1916 to over $15,000 million in 1919. Liberty 
bond issues and certificate of indebtedness issues 
combined amounted to over $65,000 million up 
to October 31, 1920 The total amount of money 
in circulation in the country in 1919 was only be- 
tween $4,900 million and $5,400 million, and the 
federal government was receiving over its own 
counters in one year five to six times this sum. It 
could not withhold this money from circulation 
Therefore, as fast as the government received the 
money, steps were taken to put it back into cir- 
culation and to avoid withdrawing it from circula- 
tion again sooner than necessary The enormous 
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fiscal operations of the government during this 
period were very largely handled by the federal 
reserve banks. During the year 1919 there passed 
through the federal reserve banks and their branches 
approximately thirty-three million government 
checks, amounting to 1^14,500 million 

Deposits were kept as nearly as possible in the 
places where the funds were received by the gov- 
ernment. The work of handling this fell largely on 
the twelve federal reserve banks. They were asked 
to select the banks that were to handle the gov- 
ernment funds, to allot deposits to the banks in 
proper amounts, to examine the collateral that such 
banks offered, to care for this collateral, to with- 
draw funds from the banks as they were needed by 
the government and to allot new funds. 

Then the government, in trying to avoid money 
market disturbances, adopted a number of other 
devices. For example, m order to minimize the 
disturbances resulting from the withdrawals of 
funds representing payments of income taxes and 
excess profits taxes, arrangements were made in 
New York whereby the seven collectors of internal 
revenue in the district deposited their receipts in 
cash, checks and certificates of indebtedness with 
the federal reserve bank, and then the federal re- 
serve bank took all the checks which were drawn 
on any of the depositary banks in the district, 
sorted them out and deposited them right back in 
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the depositary bank from which they came. When 
it received from the collector of internal revenue a 
bunch of checks, coming, say, from Rochester, it 
sorted out those checks and sent them back for 
deposit in the proper banks in Rochester. 

Another device, and a most important one, used 
to prevent disturbances in the money market was 
that of issuing certificates of indebtedness. These 
were short-time government loans paying low 
lates of interest. There were ninety-five series in 
all issued up to October 31, 1922, and the amounts 
of these issues totaled I547 billion These cer- 
tificates were issued mostly in anticipation of 
government loans and in anticipation of receipts 
from income and excess profits taxes. 

Let us take the first. The object of issuing cer- 
tificates in anticipation of Liberty loans was two- 
fold. In the first place, the government needed 
the money and needed it promptly. It took time 
to get money in fiom Liberty bonds, and so in 
anticipation of these funds the government bor- 
rowed money by the issuance of these short-time 
certificates with the expectation of paying back 
the money so borrowed as soon as the Liberty bonds 
were sold. It thus got money months m advance 
of Its receipts from Liberty bond sales and paid off 
the certificates when the Liberty bond money 
came in. In the second place, by this procedure the 
government could prevent Liberty bond sales from 
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greatly disturbing the money market If it had 
thrown on die market billions of dollars in Liberty 
bonds and had received payment for them in a 
short period of time, it would have tied up the 
money market Here was a procedure whereby 
these receipts were spread out over a considerable 
period of time. 

The government received its money when it 
issued these certificates and then by the time the 
Liberty bond receipts began to come in the certifi- 
cates weie due. The government had to pay the 
public on the certificates at the same time the 
public was to pay the government foi the Liberty 
bonds Government receipts and disbursements 
were thus synchronized and we avoided disturb- 
ances that would otherwise have arisen from the 
periodical withdrawing of funds and the periodi- 
cal pumping of other funds into circulation. The 
same principle was applied in connection with the 
tax certificates. People knowing that they would 
have taxes due in June would buy these certifi- 
cates, receiving on them a low rate of interest, 
months ahead of the time the taxes were due. The 
purchaser of the certificates could pay his taxes 
when they fell due by means of the certificates; or, 
if he held the certificates solely as an investment, 
the government would pay off the certificates at 
the time the public was paying its taxes, the one 
cancellmg the other. One of the finest pieces of 
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work that the government did was the synchi-o- 
nizing of these disbursements and receipts during 
the War so that one tended to cancel the other. 
These heavy transactions were handled largely by 
federal reseive banks. 

Other tasks entrusted to the federal reserve 
banks were the sale of the certificates of indebted- 
ness, their allotment to the different banks sub- 
scribing for them, and the leceipt and deposit 
of the proceeds of the sales. The great work of 
floating the Liberty loans fell in no small degree 
upon the twelve federal reserve banks. They were 
the first institutions called in to help organize this 
task. It was the federal reserve banks that were the 
headquarters of the publicity campaigns. They 
distributed and converted the bonds to a very 
large extent, handled the interest payments and 
made the advances to the banks in the way of loans, 
which made possible the buying of so many of the 
bonds. 

The figures of Liberty loan transactions went to 
heights of which most people had no idea. The total 
volume of bonds exchanged during 1918 by the 
New York Federal Reserve Bank alone was over 
1 1, 100 million, and the number of pieces handled 
was over four miUion received and one million six 
hundi'ed thousand paid out 

There are a number of other ways in which the 
federal reserve banks assisted the government as 
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fiscal agents. There was the work of the Capital 
Issues Committee and of the War Finance Coipo- 
ration. Federal reserve banks played an important 
part in rendering fiscal aid to the government in 
advancing money. More than once a federal re- 
serve bank found that the government’s account 
was short — in tlie language of the street there was 
a government overdiaft — and the government met 
that overdraft by a temporary certificate constitut- 
ing a loan for a day or two. In tlie New York 
Federal Reserve Bank alone in one year the total 
amount of those shoit-time certificates issued was 
$ 3,000 million. The banks helped the government 
also in the sale of the war savings stamps and thiift 
stamps. In the earlier days that work was left to 
other hands, but in later days it was entrusted to 
the federal reserve banks 
The Secretary of the Treasury said in his report 
of 1917. “The federal reserve system has been of 
incalculable value during this peiiod of war financ- 
ing on the most extensive scale ever undei taken by 
any nation in the history of the woild. It would 
have been impossible to carry through these un- 
precedented financial operations under our old 
banking system. . . . Great credit is due to the 12 
federal reserve banks for their broad grasp of the 
situation and their intelligent and comprehensive 
cooperation.” 
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One shudders when he thinks what might have 
happened if the War had found us with our former 
decentralized and antiquated banking system. 
Think of pouring the crisis of 1914-18 into bottles 
that broke with the crisis of 1907 ! 




CHAPTER X 


The Federal Reserve System from the End 
OF THE War to the Breakdown of the 
Gold Standard in England 

T he forepart of this book dealt with the prin- 
cipal defects of the American banking system 
as it existed in 1913, and the last foui chapters have 
shown how the federal reserve system has been 
remedying these defects. For a generation and more 
prior to 1913 the intelligent American public was 
aware of the principal deficiencies of our banking 
system during periods of financial crises like those 
of 1893-94 and 1907-08 — ^periods in which tliese de- 
ficiencies stood forth glaringly — but in prosperous 
times little attention was paid to them. Our bank- 
ing system was often spoken of as a “fair-weather 
system.” The great holes in its roof were not seiious 
so long as there was no ram. It was the storm of 
1907 that finally convinced the American people 
that the roof must be thoroughly repaired. The 
financial stoims of 1929-38 gave rise to many calls 
for additional repairs. 

These years witnessed one of the severest eco- 
nomic crises — or series of crises — ^which the world 
has ever seen From a great height of prosperity in 
1929, our own country suddenly dropped to unprec- 
edented depths of economic depression by the sum- 
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mer of 1932. Such a ciisis and depression would put 
a heavy strain upon any banking system. It is in 
times like these that financial institutions of all 
kinds are put to the supreme test. How has the 
federal reserve system met the strain of this crisis ? 
Our answer to this question will be chronologically 
divided into two parts. This chapter will cover the 
period down to the breakdown of the gold standard 
in Great Britain in 1931, and the following four 
chapters will deal with the period from 1931 to the 
present time. 

It IS not the object of the following pages to 
discuss controversial questions of federal reserve 
policy Whether or not conditions could have been 
better than they have been since the World War is 
a question of gieat importance, but it is not the 
question that chiefly concerns us here Oui problem 
IS to narrate and explain the policies of the Federal 
Reserve Boaid and of the several federal reserve 
banks rather than to evaluate them. 

I 

Gold and Federal Reserve Credit 
Federal reserve credit, broadly speaking, is put 
to two uses. First, it may be used to create mem- 
ber bank balances, which constitute the reserves 
for member bank credit. The granting of federal 
reseive credit obviously increases these balances 
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just as effectively as does the deposit of money in 
the federal reserve banks to the credit of member 
banks. In the second place, federal reserve credit 
may go into circulation in the form of federal re- 
serve notes and federal leserve bank notes and, 
when this is done, the new credit does not perform 
the bank reserve function at the same time because 
these notes in the tills of member banks cannot be 
counted by them as legal reserves. 

The changes m member bank reserve balances, 
federal reserve credit outstanding, monetary gold 
stock, and gold and gold certificates in circulation 
— the Items relating to the primary leserve strength 
of the fedeial reserve system — ^may be seen from 
Chait VI. From it several conclusions can be 
drawn. In the first place, a well defined seasonal 
elasticity is apparent in the federal reserve credit 
outstanding down through 1933. This is partic- 
ularly evident beginning with 1922— prior to that 
year it was concealed by the cyclical sweep of the 
curve. This response to the seasonal demands of 
business has already been discussed, and is re- 
lated in the mam to seasonal currency require- 
ments.^ 

^ The reader will find suggestive a comparison of the seasonal variations 
here apparent in federal reserve credit outstanding with the seasonal 
variation shown in Canadian bank note circulation and national bank 
note ctfculation, supra, p, i6, and also with the seasonal variation 
shown in federal reserve notes in circulation, supra, p 69 
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Mobilization oj Gold in Reserve Banks 

It has been explained in Chapter IX how the 
federal reserve system helped to meet the huge War 
financing requirements of the fedeial government 
beginning in 1917 Mobilization of the gold reserves 
of the country m federal reserve banks had been 
accomplished in part under terms of the original 
Federal Reserve Act, but this mobilization was 
made more complete by the amendment of 1917 
which required member banks to keep all of their 
legal leserves on deposit witli their lespective 
federal reserve banksd As is evident from the 
chart, further mobilization of the gold strength 
of the country wa$ accomplished at that time by 
the substantial withdrawal of gold and gold cer- 
tificates from circulation. In pai t the rise in federal 
reserve credit represented a rise in circulation of 
federal reserve notes substituted for gold certifi- 
cates 

During the period of the Great War and the 
two years immediately following the Armistice, 
the world gave up the gold standard and went over 
to paper money standards. Gold com was every- 
where withdrawn from circulation and the world’s 
monetary gold was largely piled up in the vaults of 

' This amendment is discussed m a previous section, supra, pp 41-3 
The amendment was recommended by the Federal Reserve Board in 
order to give more effective control over gold movements Annual Report 
0/ the Federal Reserve Board for 1916, pp 22-9. 
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a few central banks, where it was not used Enor- 
mous quantities of this gold, coming to the United 
States from Europe in the purchase of War supplies 
and in the transfer of capital fleeing here for safety, 
accumulated in our federal reserve banksd From 
June 1914 to June 1920, our stock of monetaiy 
gold in the United States increased by 61 per cent. 
In time of war, when nations are fighting for their 
existence, they need food, clothing, armament and 
munitions much more than gold A gold standard 
at that time was a luxuiy that the belligerent 
countries of Europe felt they could not afford One 
result of this situation was that the value of gold 
throughout the world declined enormously , m other 
words, prices of commodities when expressed in 
gold greatiy increased. Our American wholesale 
prices, for example, more than doubled between 
1914 and 1920, and the American gold dollar lost 
about 60 per cent of its pre-War value, or purchas- 
ing power. 

With the close of the War, however, the world 
was determined to return to the gold standard as 
soon as possible after its long and painful experi- 
ences with managed currency. This obviously 
meant a large increase in the demand for gold and, 
in consequence, a great increase in the value of 
gold in terms of goods — ^in other words, a great fall 
m commodity prices. There would have been noth- 

* cf Annual Report oj the Federal Reserve Board forigi 6 , pp 1-3 
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ing like enough gold to go around if the world were 
to return to the gold standard at the high American 
price level of 1920. In late 1920 and early 1921 the 
price collapse expected by many economists came, 
and in one year our American wholesale commodity 
price level dropped about 44 per cent, representing 
an increase of approximately 80 per cent in the 
value of gold. 

Gold Movements, Federal Reserve Credit and 
Money Rates 

During the period of our participation in the 
War (1917-18), the monetary gold stock of the 
country remained at a relatively stable level, as the 
chart shows. This was due chiefly to the gold em- 
bargo. The floating of War loans was facilitated by 
the enormous expansion in federal reserve credit. 
In part this expansion of federal reserve credit 
took the form of federal reserve notes, replacing 
the gold certificates in circulation; and in part it 
took the form of increased member bank reserve 
balances which formed the basis for a large increase 
of member bank credit. From the middle of 1919, 
when the embargo on the exportation of gold was 
removed,^ until late in the spring of 1920, a large 
outflow of gold occurred. In this period, as the 

1 Annual Report of the Federal Reserve Board for /p/p, p 50. 



FEDERAL RESERVE SYSTEM 125 

chart shows, the expansion of federal reserve credit 
served to “cushion” the effect upon the money 
market of this gold outflow. Such a substitution 
of federal reserve credit for gold in the credit base 
of the country prevented the extraordinary con- 
traction of member bank credit which would other- 
wise have been caused by this large gold with- 
drawal over a relatively short period of time While 
the outflow of gold did induce rising money rates, it 
did not cause a scramble for reserves and particu- 
larly for gold by banks throughout the country, 
as would have occurred before the establishment of 
the federal reserve system As the gold flowed out 
of the country, member bank reserve balances 
tended to be reduced by the amount of gold ex- 
ported. To replenish their reserves the banks had 
to rediscount with the federal leserve banks, in the 
absence of open-market purchases by the federal 
reserve banks on a sufficiendy large scale to fill the 
gap made by the outward gold movement. This 
tended to tighten the money market and force 
orderly liquidation lathei than the sudden panicky 
liquidation which might have resulted in the ab- 
sence of the available resoit to federal reserve 
credit.^ The test of expansibility of federal reserve 
credit was clearly met during this period 

> Annual Report of the Federal Reserve Board for 1923, p. 17 
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Relationship between Gold Movements^ Fluctuations 
in Federal Reserve Credit^ and 
Money m Circulation 

The fedeial reserve system, having demonstrated 
Its ability to expand under these two sets of con- 
ditions, was now called upon to demonstrate its 
capacity for contraction during recessions of busi- 
ness activity and liquidation ^ During 192.0 federal 
reserve credit continued to expand, but at high 
rates of rediscount. The object was to meet over- 
expanded debtor conditions in the face of rapid 
business recession, and of “frozen” credits on large 
unsold commodity stocks. This credit accommoda- 
tion served to tide over short-term indebtedness 
until such time as stocks of goods could be moved 
at lowered prices By the end of 1910 liquidation 
set in very rapidly, resulting in the quick retire- 
ment of federal reserve credit. In part, this retire- 
ment of federal reserve credit was made possible 
by the inflow of gold which began at this time In 
other words, member banks were using the im- 
ported gold to pay off their indebtedness to the 
federal reserve banks, rather than to increase their 
reserve deposits. The decline in federal reserve 
credit, however, was more rapid than the gold in- 
flow. Thus, with declining business activity, the 

iSee Annual Report of the Federal Reserve Board for rgig, p 67 
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contiactibility of federal reserve ciedit was es- 
tablished. 

As may be seen from Chart VI, the inward move- 
ment of gold durmg the years 1922-25 was in the 
main equivalent to the increase in gold certificates 
and gold com in circulation In other words, this 
gold coming into the country went into circulation 
as money instead of being used as member bank 
reserve deposits. In the meantime, the volume of 
federal reseive notes in circulation declined about 
as much as the circulation of gold certificates and 
gold com increased, leaving the total amount of 
money m circulation approximately as before. The 
retirement of federal reserve notes is reflected m 
part by a small dechne in total federal reserve 
credit outstanding from 1922 to 1924, but, for the 
most part, the federal reserve credit released by 
the retirement of federal reserve notes went into 
member bank reserve balances This explains the 
upward movement of member bank reserves from 
1922 to 1925 in the face of a dechning volume of 
federal reserve credit outstanding 

Again, fiom the middle of 1927 until the mid- 
dle of 1928, there occurred an outflow of gold, 
caused chiefly by the rapid return of the world to 
the gold standard. At this particular time gold was 
being sent for the most part to South American 
countries. This outflow of gold took place without 
affecting any coi responding decline in member 
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bank reserves, because the member banks sub- 
stituted federal reserve credit for the gold, for, as 
a member bank’s balances were diawn down be- 
cause of gold exports, they were again leplenished 
by the member bank either borrowing from the 
federal reserve bank or selling it government se- 
curities. During the latter half of 1927, as will be 
seen, the member banks replaced the gold with- 
drawals by the second method, inasmuch as during 
that time the federal reserve banks were increasing 
their open-market purchases of United States gov- 
ernment securities. During the remaining part of 
this period of gold outflow, however, the member 
banks were forced to replenish their reserves at 
relatively high cost by lediscounting with their 
federal reserve banks, for not only were the federal 
reserve banks not increasing tlxeir open-maiket 
purchases of United States government securities, 
but they were rapidly reducing their portfolio of 
such securities. 

The return flow of gold to this country from tlie 
end of 1928 to the fall of 1931 did not go to inflate 
member bank reserve deposits, but was offset in 
large part by retirement of federal reserve credit, 
and durmg 1930 a large amount went into ciicula- 
tion m the form of gold certificates ^ With the ex- 

^ This gold movement was caused largely by the economic depression 
in raw material producing countries, like Japan, Brazil, Argentina and 
other Latin American countries Annual Report of the Federal Reserve 
Board for 1930, p 6 
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ception of a brief but conspicuous rise in the au- 
tumn of 1929, member bank reserve deposits 
remained at a fairly constant level from the be- 
ginning of 1928 until the autumn of 1931, when they 
dropped off sharply^ When m the fall of 1931, 
approximately two years after the outbreak of the 
world economic ciisis, about ^725 million net of 
gold was withdrawn from this country in about six 
weeks’ time, we experienced no disturbance of the 
gold standard. And, even though this was ac- 
companied by domestic hoarding of paper money 
on a large scale, bank reserves were adequately 
replenished by expanding federal reseive credit. A 
comparable situation before the federal reserve 
system was established would probably have caused 
a money panic, but, under the federal reseive sys- 
tem, It was possible to replace the outflowing gold 
and the hoarded currency by the expansion of 
federal reserve credit. That this occurred is clearly 
seen from Chart VI on page 121 

Fiom the point of view of the factors underlying 
member bank reserves, therefoie, the federal re- 
serve system at this critical period operated as a 
strong stabilizing influence and made possible the 
maintenance of a free gold market in the United 
States in the face of unusually disturbed world 
conditions. 

1 For a detailed exposition of the complex factors involved, see The 
Course and Phases oj the World Economtc Depression, revised edition, 
published by the League of Nations, Geneva, 1931 
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II 

Member Bank Credit Expansion and Velocity of 
Deposits 

While relative stability was preserved in the re- 
serve funds of the money market, member bank 
credit, nevertheless, during the period from 1922 
to 1931 showed certain unfortunate tendencies. It 
experienced periods of great expansion followed by 
periods of slow and stubborn liquidation, resulting 
in part from widespread bank failures. How could 
it happen that the primary reserve funds of the 
money market remained stable while membei bank 
credits were not? The answer is given by the two 
charts on the following pages. The explanation is 
partly the great expansion which took place in 
time deposits, but principally the enormous rise in 
the velocity of deposits. 

Member Bank Credit and 1‘me Deposits 
Inasmuch as, during these years after 1917, only 
a 3 per cent reserve was required against time de- 
posits, as contrasted with 7 to 13 per cent leserves 
against demand deposits, there was a tendency to 
transfer to the time-deposit categoiy funds which 
formerly were, and in most cases piobably should 
have remained, in the demand deposit category. In 
this way, even though the primary reserve funds 
of the money market expanded but moderately 
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during the period^ and probably no moie than 
sufficient to compensate for the population growth 
of the country, still there occurred periods of im- 
moderate inflation and deflation in secuiity, leal 


annual rate of turnover of demand deposits, 1919-1938 



Chart VII 

Showing the huge rtse in deposit turnover duttng ig28-2g Data were com- 
puted by the Fedetal Reserve Bank of New York 


'The rapid rise in member bank reserves shown in Chart VI for the 
years 1917-20 was caused in part by increase in membership and the 
change in the law made by the amendment of 1917, althougli part of the 
increase, particularly in 1919, was due to inflation ns already explained. 
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estate and commodity prices, and member bank 
credit expanded from approximately $20 billion in 
1922 to over fco billion in 1931 — an increase of ap- 
proximately 50 per cent 

As may be seen from Chart VIII, the stratum of 
time deposits was pushing up against demand de- 


MONEY AND MEMBER BANK DEPOSITS 
(call date figures) 

MILLIONS or DOLLARS MILLIONS OF 00 



Chart VIII 

Showing the expansion of member hank credit 
Demand deposits-adjusted include all member demand deposits other than interbank 
United States government deposits, less cash items reported as in process of collec. 
Prior to Decembers/, 1^35, cash items on hand but not in process of collection were 
included According to the Board of Gooernors, the volume of demand deposits-adji 
"may be said to represent in a general way the cash resources of the community place 
deposit with banks and readily available for use ” The Boatd has recently calculatei 
demand deposits-adjusted of member banks for all call dates since June ig2i, and , 
are shown on the chart For the years prior to June /gzi, the less significant figure 
net demand deposits have been used 
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posits, constituting an ever-increasmg proportion 
of total deposit liabilities; and thus representing 
a continuous process of diminishing the reserve 
strength of the member banks. Furthermore, an 
undermining of the liquidity of membei bank 
credit occurred during this period as the banks be- 
came involved more and more m the long-term 
capital market, through direct secmity loans, 
operatmg in their own bond departments or 
through affiliated secuiity houses. To an ever- 
increasing extent bank credit was used to finance 
the distribution of securities, and the resulting in- 
flation was of much the same character as the war- 
time inflation which, as we have seen, was based 
upon the marketing of United States government 
securities.^ 

Velocity of Deposits 

In the mam, however, the great bank credit ex- 
pansion of the years 1928 and 1929 is related to the 
phenomenon of deposit turnover; because this great 
increase in velocity of deposits repiesented an 
mcreased efficiency in our deposit currency, which 
circulated thiough bank checks, and by which 
something like 90 per cent of our total business in 
the United States is normally done. Just as the 
efficiency of a freight car depends not only upon 
the size of the car but also upon the speed at which 

1 See Kemmerer, Edwin W., Htgb Prices and Deflation^ pp 14-30 
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It moves, so likewise does the efficiency of money in 
circulation — ^namely, the amount of money work 
that a given quantity of money can do m a given 
time — depend upon the speed at which the money 
moves — in other words, the number of times the 
money turns over or passes from hand to hand m 
business transactions during the peiiod The same 
IS true of bank deposits. The average amount of 
bank deposits subject to check held during the year 
in the banks of one hundred and one leading 
cities of the United States is known, also the total 
volume of checks of individual depositors received 
by these banks in the course of each year is known. 
The volume of checks so received represents roughly 
the amount of transactions perfoimed by check 
during the year If we divide the total amount of 
check business thus performed in the course of a 
year by the average amount of deposits subject to 
check held by the banks during the year, we have 
the so-called “rate of deposit turnover” or deposit 
circulation This is also termed velocity of deposits. 
In Chart VII the velocity of deposits in New York 
City is shown separately from that of the other one 
hundred leading cities Also, a weighted average of 
the velocity for New York City and for the other 
one hundred leading cities is indicated. 

Comparing the fluctuations in member bank de- 
posits with the fluctuations in their annual turn- 
over or velocity, it seems apparent that the expan- 
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Sion of the period 1919-ao was related chiefly to die 
volume of bank credit, while the expansion of the 
period 1928-29 was related chiefly to changes in 
deposit turnover. Deposit turnover in the banks 
of one hundred leading cities increased from an 
average of 40.8 times a year in 1927 to an average 
of 47 I times in 1929; but the increase in turnover 
in New York City was far greater both absolutely 
and relatively. In New York City the deposit turn- 
over increased from an annual average of 90 3 in 
1927 to one of 131 7 in 1929, and this velocity 
reached a peak of 158.4 in October 1929 Here was 
an increase in the average rate of deposit turnover 
for New York City of 46 per cent in two years’ 
time. For the most part this great increase in ve- 
locity of deposits was caused by stock market 
operations, and represented the rapid transfer of 
funds from paity to party in the securities market. 
During this period there was an enormous expan- 
sion of bank loans on securities, and more partic- 
ularly of brokers’ loans in the open market 

The piactice of making open-market loans to 
brokers “for the account of others” made it pos- 
sible to effect a great expansion of credit without a 
corresponding increase in bank deposits because 
the bank acted merely as agent in the making of 
such loans. ‘ This expansion of brokers’ loans “for 
the accoimt of others” constituted an ever-present 

1 See Annual Report of the Federal Reserve Board for igzS, pp 2-10 
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threat to the reserve position of the New York City 
banks because, whenever these outside lending in- 
dividuals or corporations decided to withdraw their 
funds from the call-loan market, it became neces- 
sary for the New York City banks to “assume” the 
loans or face a sudden and drastic stock market 
crash ^ A breakdown in the autumn of 1929 was 
prevented only by the fact that the New York 
City banks did absorb these loans as rapidly as 
possible, so that call loans were never “frozen” dur- 
ing this period The New York City banks, in turn, 
were enabled to do this only by reason of the fact 
that they could replenish their reserves with the 
federal reserve bank by rediscounting One of the 
greatest and most drastic stock market liquida- 
tions in the history of the money market was thus 
survived without the credit breakdown which ac- 
companied most panics before the federal reserve 
system. 

Ill 

Discount Rates and Open-market Operations 
Although the federal reserve system was emi- 
nently successful during this period in maintaining 
a free gold market and in stabilizing primary re- 
serves, the period cannot be said to have been a 
happy one. The claim of many of the monetary 

1 cf Annual Report of the Federal Reserve Board for /pap, pp g-ia, and 
Federal Reserve Bulletin, November 1929, p 703, and tbtd , December 

igagjPP 755-6 
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reformers that the severity of the business cycle 
would be lessened was not realized. The economic 
depression of 1920-21 was accompanied by wide- 
spread suffering, and the great depression beginning 
in late 1929 by even greater and more general suffer- 
ing. It IS true that the suffermg was not aggravated 
by money panics, but the downward sweep after 
the summer of 1929 of the index of industrial pro- 
duction IS eloquent as an indicator of the extent to 
which unemployment and distress pervaded the 
country. The question may be asked “What can 
central bank policy do in the face of such condi- 
tions The answer to this question is difficult; but 
an easier one to answer is “\^at has federal reserve 
policy done about it in this country?” 

Discount Policy 

Before the World War, it was generally assumed 
that changes in discount rates by central banks 
constituted the principal method of controUmg 
the money market; and m the London money 
market in particular, attention had been focused 
for many years upon the use of the discount rate 
to maintam stability. It was natural, therefore, 
that durmg the early years of the federal reserve 
system the discount rate was in the foreground m 
aU discussions of the policies of the federal reserve 
banks At the time of the abrupt deflation in 1920- 
21, It was thought by many that the discount rate 
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was the principal factor in federal reserve control 
of the market.^ However that may be, it will be 
seen from the discussion which follows that during 
the period since 192,2 the federal reserve authorities 
have placed their chief reliance in open-market 
operations. 

Chart IX compares the fluctuations in (i) the re- 
discount rate of the Federal Reserve Bank of New 
York, (2) the open-market rate on 4-6 months 
commercial paper, and (3) the “customer-bank” 
rate charged by commercial banks in New Yoik 
City.2 

Low discount rates compared with open-market 
rates on commercial paper, as well as compared 
with the average rates charged customers of New 
York City banks, appear to have been a fairly 
consistent practice not only during the War years, 
1917-18, but also during most of the period here 
under discussion. Although the New York Federal 

* cj Beckhart, B H , Dtscount Pohcy of the Federal Reserve System 

“ For a more complete study of the “customer-bank” money market see 
Riefler, W W , Money Rates and Money Markets tn the United States, 
Chaps IV and v 

The customer-bank rates are those charged by reporting banks to 
their own customers as distinguished from the open-market rates (i e , 
the 4-6 months commercial paper rates), and as distinguished from the 
discount rate of the Federal Reserve Bank of New York which is the rate 
It charges to member banks The customer-bank rates are averages based 
on rates reported for three types of customers’ loans — commercial loans, 
and demand, and time loans on securities The method of computing the 
averages takes into account (a) the relative importance of each of these 
three types of loans and (b) the relative importance of each reporting 
bank, as measured by total loans cj Annual Report of the Federal Reserve 
Board for /pjo p 83, 
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Chart IX 

^he data on the discount rats of the Federal Reserve Bank of New York were taken from 
the Annual Reports of the Federal Reserve Board, passim Bata on rates charged 
customers were taken from Riefier, kF W , Money Rates and Money Markets in the 
Umted States, pp 232-6, and Federal Reserve Bulletin, passim 'the data on 4-6 
months commercial paper rates were taken from The Review of Economic Statistics, 
igig,p g4,ig2i,p 5, 1923, p 752, /raw Me Annual Reports of the Federal Reserve 
Board, passim, and fiom the Federal Reserve Bulletin, passim 
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Chart X 


'the data on the buying rate for acceptances of the Federal Reserve Bank of New York 
and the data on open-market acceptance rates were obtained from the Annual Reports 
of the Federal Reserve Board, and from the Federal Reserve Bulletin, passim 
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Reserve Bank’s discount late was maintained 
above the commercial paper rate during the latter 
half of 1932, there is only one outstanding occasion 
when Its discount rate was clearly used as an in- 
strument of direct control. This was the drastic 
increase from 4^ per cent early in 1920 to 7 per 
cent by the middle of the same year~a point con- 
siderably higher than the customer-bank rate; 
although lower than the open-market rates on 
commercial paper prevailing at that time. Super- 
ficially viewed, the sharp rise in the discount rate 
in the fall of 1929 shown in the chart appears to 
indicate its use for control purposes; but as a matter 
of fact this increase, drastic as it was, merely 
brought the discount rate into accord with the 
prevaihng market rate. It was thus a belated 
“following” of the market rate, rather than a 
positive measure for control of the market. On the 
rapid decline, however, from the autumn of 1929 
to the summer of 1931, the Bank’s rate slightly 
preceded the market rate 
It may be concluded that the discount rate policy 
of the Federal Reserve Bank of New York for most 
of this period was passive, with the exception of the 
year 1920 The explanation of this situation is given 
in the foUowmg discussion of open-market opera- 
tions of the federal reserve banks. 
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Open-market Operations 

The fluctuations in the buying rate of the Federal 
Reserve Bank of New York on 60-90 day accep- 
tances, compared with those in the open-market 
rate on 90 day acceptances, are shown in Chart 
X. Inasmuch as the acceptance market has been 
dependent upon the reserve banks to purchase a 
large proportion of the total volume of biUs created, 
market rates on acceptances have not varied 
greatly from the buying rates established by the 
federal reserve banks.^ The supply of open-market 
funds available during this period for investment 
in bills at the low rates which prevailed was for 
the most part insufficient to absorb all the bills 
offered, and hence the federal reserve banks, 
through the Federal Reserve Bank of New York, 
provided at relatively low rates, the funds neces- 
sary to absorb these bills. Under such circumstances 
the open-market rate could not move far above or 
below the federal reserve bank rate. There is to be 
noted, nevertheless, at times a lag in the buying 
rate of the federal reserve banks behind the open- 
market rate. This seems to mdicate a passive policy 
on the part of the federal reserve bank authorities 
— that is, the policy at these times appears to have 
been to let the federal reserve bank buying rate 
“follow the market” The federal reserve banks 

^ A more complete explanation of this relationship is contained in 
Riefler, W W , op. at,, pp 21-3 
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adjusted their participation in the acceptance mar- 
ket to the conditions of the market by lowering 
their buying rate whenever it seemed necessary to 
do so in order to support the acceptance market.^ 
When the market was rising, the federal reserve 
bank buying rate lagged sufficiently to enable the 
surplus of bills in the market to be absorbed by the 
federal reserve banks. If the federal reserve bank 
buying rate on acceptances was being used as an 
instrument of control, it would have risen in ad- 
vance of the open-market rate, and vice versa. 

The fact that the federal reserve banks during 
this period stood ready to purchase all eligible 
acceptances at a given published rate was an im- 
portant aspect of the open-market operations of 
the federal reserve banks. Another important aspect 
was the purchase and sale by the federal reserve 
banks of United States government securities. 

Importance of Open-market Purchases and Sales 
of United States Government Securities 

It should be noted that, in the case of redis- 
counting as well as in that of the buying of accep- 
tances, the function of the federal reserve banks is 
essentially indirect and passive. In other words, 
they set a rate at which anyone (banks in the case 

' But see Spahr, Walter E , 'the Federal Reserve System and the Control 
oj Credit, pp J4-59, for a somewhat difterent interpretation of the relation- 
ship between discount rates and open-market operations 
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of rediscounting and either banks or acceptance 
dealers in the case of acceptance purchases) may 
go to the federal reserve banks and rediscount or 
sell. The initiative in both cases lies outside the 
federal reserve bank. The amount of federal reserve 
credit in the money market is not increased if 
federal reserve banks lower their rediscount rate or 
the acceptance buying rate, unless that reduction 
in rate is followed by increases in rediscounting by 
member banks or increases in the amount of ac- 
ceptances offered to the federal reserve banks. 

On the other hand, in the case of federal reserve 
bank open-market purchases or sales of United 
States government securities, the action is initiated 
by the federal reserve banks themselves The opera- 
tions of the federal reserve banks in United States 
government securities are positive, therefore, as 
they actually buy or sell such securities in the 
market at current prices. The effect of federal re- 
serve bank policy, as put into practice through 
purchases or sales of United States government 
securities, is immediate and positive, resulting in 
mcreases or decreases in federal reserve credit out- 
standing without any necessary initiative on the 
part of member banks or parties outside the federal 
reserve banks. For this reason, much reliance was 
placed upon the purchases and sales of United 
States government securities as a means of enforc- 
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mg federal reserve contiol over the money market 
during the years 1922 to 1933, inclusive 
Another reason often advanced in favor of the 
use of purchases and sales of United States gov- 
ernment securities by the federal reserve banks, 
rather than changes in the discount rates, as a 
means of controlling the money market, is that the 
use of tlie discount rate is more likely to result in 
sharp and often undesirable psychological reactions 
Just as in taxation, indirect taxes produce revenues 
less painfully than do direct taxes, so in the control 
of the money market, purchases and sales of United 
States government securities by the federal reserve 
banks accomplish their purposes as effectively as 
would changes in the discount rate and usually 
more gradually and with less public irritation and 
criticism. 

IV 

Federal Reserve Policy and Business Activity 
About 1922 there began to emerge something 
like a definite policy on the part of the federal re- 
serve authorities, and, as may be seen from Charts 
XI and XII, there appears from that time a more or 
less consistent relationship between the various 
components of federal reserve credit and business 
activity as measured by the index of industrial 
production While the interests of foreign countries 
have at times played an important part in deter- 
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mining federal reserve action, the policies of the 
federal reserve authorities have been dominated by 
domestic considerations. In Chart XI the index 
of industrial production is shown. In Chart XII 
are shown the principal items of federal reserve 
credit outstanding. These are (i) bills discounted, 
which includes the member bank collateral loans, 
(2) bills bought, which means essentially the fed- 
eral reserve open-market purchases of bankers’ 
acceptances,^ and (3) United States government 
securities bought, which means the portfolio of 
open-market purchases of United States govern- 
ment securities held by fedeial reserve banks,'^ 

From the beginning of 192a through the year 
1931, the money market was controlled mainly 
through the open-market operations of the federal 
reserve banks, and particulaily through purchases 
and sales by them of government securities. The 
federal reserve discount rates were foiced up or 
down by the open-market operations. With the 
exception of the autumns of 1924, 1928 and 1931 
federal reserve bank policy was not reflected to any 
substantial extent in open-market purchases of 

^ See swpra, pp. 56-7 

“ The only other form of federal reserve credit of consequence 13 the so- 
called industrial advances which may be made directly to industries 
requinng working capital These advances made under authority of sec- 
tion 13b incorporated in the Federal Reserve Act, June 19, 1934, began 
in August 1934 To date the volume of such advances has been small, the 
month-end average amount outstanding during 1937 was only $21 3 
million, and for the first seven months of 1938, ^19 I milhon 



INDEX OF INDUSTRIAL PRODUCTION 

(1923-1925 average = icxd) 



Federal Reserve Bomd, Index of Industrial Production, see Annual Repc 

of the Board of Governors of the Federal Reserve System for 1936, pp i8p.g a 
Federal Reserve Bulletin, June 1938, p 526 The Index of Industrial Production 
1916-19 is fiom Standard Statistics — Basic Statistics, April 29, 1938, p dy 

PRINCIPAL ITEMS OF FEDERAL RESERVE 
CREDIT OUTSTANDING 



Chart XII 

The data on the principal items of federal reserve credit were obtained from the Annm 
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acceptances. Such purchases were dictated rather 
by the exigencies of the acceptance market and 
the desire of the federal reserve authorities to de- 
velop this market. For this reason, a brief discus- 
sion of the relationship of the broken line on Chart 
XII, representing the portfolio of the United 
States government securities held in the federal 
reserve banks, and Industrial production, will help to 
explain federal reserve policy during the period 
1922 through 1931 

Relationship between Member Bank Borrowing and 
Federal Reserve Bank Security Purchases 
At the beginning of 1922 much of the world, 
including England, Sweden, Netherlands, Japan, 
Italy, Austria, Canada, and Argentina, was in a 
state of business depression. The United States 
was emerging from depression; France, Belgium 
and one or two other countries were relatively 
prosperous. Easy credit conditions gave promise 
of bringing the world out of the depression and 
this was particularly true of the United States 
An easy credit policy was, therefoie, followed by 
the federal reserve authorities, through the increase 
of federal reserve bank holdmgs of United States 
government securities, as shown in Chart XII. 
This policy, along with the gold flowing in during 
the year, enabled member banks to pay off their 
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indebtedness at the federal reserve banks and, in 
addition, to increase their reserve balances with 
federal reserve banks. By the middle of 1922, how- 
ever, the continued inflow of gold seemed to have 
been considered by the federal reserve authorities 
to have been a sufficient stimulus to member bank 
credit expansion. In fact, the extraordinarily rapid 
rise about that time in the index of industrial pro- 
duction seemed to presage a boom. The fedeial re- 
serve easy credit policy was therefoi e reversed to a 
relatively firm credit policy and United States 
government securities were heavily sold by the 
federal reserve banks As the securities were sold 
member bank balances weie depleted by an equal 
amount and this foiced the member banks to re- 
discount with the federal reserve banks, that is, to 
borrow from them (see in Chart XII the rise in 
bills discounted with the decline m United States 
government security holdings of the federal re- 
serve banks) Industrial production reached its peak 
late in the spiing of 1923, followed by the down- 
ward movement culminating m the “minor depres- 
sion of 1924 ” 

By 1924, all of the more important countries, 
with the exception of Japan, had emerged from 
the depression of 1921 and the world was in a rela- 
tively prosperous condition — a minor depression 
takmg place m the United States. Even though 
much of the world was prosperous, it appeared to 
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the federal reserve authorities safe to follow an 
easy credit policy, in view of the minor depiession 
in this counti-y, and for the purpose of helpmg 
England to return to the gold standard. The federal 
reserve policy, therefore, was to purchase govern- 
ment securities at a fairly rapid rate throughout 
most of the year 1924 ^ This enabled member banks 
again to pay off much of their indebtedness to 
federal reserve banks and to expand credit on a 
cheaper credit base. 

Somewhat alarmed by the spurt in business 
activity which followed and also by the large 
amount of speculation in stocks and bonds, the 
federal reserve authorities early in 1925 sold gov- 
ernment securities rather heavily and thereby made 
credit conditions firmer. This, together with an 
outflow of gold in the spring of 1925, forced mem- 
ber banks once more to rediscount with their 
federal reserve banks. From the course of the index 
of industrial production, this tightening of the 

1 Following 13 the comment of the Federal Reserve Board concerning 
Its policy during 1924 “At the time when the open-market purchases 
were made there was a recession m industrial activity, the attitude of 
the business community was hesitant, and there was no evidence of the 
growth of speculation Open-market purchases during this penod served 
to build up a portfolio of securities and to increase the proportion of 
outstanding reserve bank credit under the direct control of the federal 
reserve banks By these purchases the reserve banks placed themselves 
in a position, through the subsequent sale of securities in case it should 
become desirable, to cause member banks to discount and to bring a 
larger part of the outstanding reserve bank credit under the influence 
of the discount rate ” See Annual Report oj the Federal Reserve Board for 

p 12. 
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money market seemed to have the desired effect of 
levelling off the boom and, m fact, causing a slight 
recession Conditions seemed to have been fairly 
well stabilized at a high level of prosperity during 
1926 and the first part of 1927,^ Duiing the summer 
and fall of 1927, some recession appeared in the 
index of industrial production for the United States. 
However, many of the important countiies of the 
world were riding on the crest of boom times, in- 
cluding Australia, England, Germany, and Poland. 
But Italy, Japan, and Norway were depiessed. 

Federal Reserve Credit and Security 
Speculation 

A striking characteiistic of the year 1927 from 
the point of view of the United States was the 
flotation of foreign and domestic securities, which 
assumed record-breabng volume.^ Still it did not 
seem that speculative activity was assuming dan- 
gerous proportions Considering the slight business 
recession in this country in 1927, the federal re- 
serve system eased credit conditions by the rapid 
purchase of government securities, beginning in 
the forepart of 1927. To some extent this policy 
was due to the desire to cooperate internationally 
to help the world maintain the gold standard and 

' Annual Report oj the Federal Reserve Board for pp. 1-3, and 

1-3 

^ Annual Report of the Federal Reserve Board for 1927, pp 5-8) and tbid., 
igsS, pp 1-3 
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particularly to help England reduce the amount 
of deflation necessary to enable her to clinch her 
recently re-established gold standards At any 
rate, this easy credit policy was continued by the 
federal reserve banks throughout the remainder of 
the year 1927. Instead of member banks using this 
credit, however, as they had on other similar 
occasions, to reduce their indebtedness to the 
federal reserve banks, they used it as a basis for 
the expansion of security loans.^ 

Inflation in the securities market, thus stimu- 
lated, was an object of great concern to federal re- 
serve authorities and early in 1928 federal reserve 
policy was reversed and the federal reserve banks 
began to sell rapidly then- holdings of United States 
government securities. This, accompanied by an 
outflow of gold (see Chart VI), had the effect of 
tightening the money market and forcing member 
banks to rediscount with their federal reserve banks 
The boom seemed to have been levelled off by the 
late spring and early summer of 1928, as the index 
of industrial production shows. There also had 
been a significant pause in stock market specula- 
tion, in the rise of security prices and in loans on 
securities. In the late summer and fall of 1928, 
federal reserve policy changed. A halt was called 
in the sale of United States government securities, 

^ tbtd , 10 

“ tbtd , pp 5-6 and lo-i 
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and not only that, but unusually large purchases of 
bank acceptances weie made — ^more than enough 
to take care of the seasonal requirements — and this 
so eased the credit situation that member banks 
were able to reduce their indebtedness at federal 
reseive banks ^ This was accompanied by the re- 
sumption of the stock market boom and of the bus- 
iness boom as indicated by the extraordinary rise 
in the index of industrial production 

Experiment with “Moral Suasion" 

About the beginning of 1929, the federal reserve 
authorities resumed their tight-money policy, but 
by this time the country was in the midst of a 
“runaway market.” The boom collapsed of its own 
weight in the fall of 1929. This tight-money policy, 
from the end of 1928 to the late summer of 1929, 
was carried out by a much larger reduction in 
federal reserve bank holdings of acceptances than 
the normal seasonal reduction, and also by some 
sales of United States government securities. 

In addition to the above-mentioned measures, 
some of the federal reserve banks wanted to raise 
their rediscount rates. For the reason that the sys- 
tem’s portfolio of government securities was greatly 
depleted by the sales made m the first half of the 
year 1928, these federal reserve banks felt that “the 
cj Annual Report of the Federal Reserve Board f or 6-7 
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mam reliance in a further firming of money con- 
ditions must have been further marking up of 
federal reserve discount rates . . However, the 
Federal Reserve Board was “not disposed to regard 
favorably further mcreases of the discount rate as 
the appropriate method of dealing with the situa- 
tion . . but preferred to exercise “direct pres- 
sure” or “moral suasion” upon the member banks 
to restrict the wild expansion of speculative credit. 
Accordingly, the Board addiessed letteis to the fed- 
eral reserve banks, under date of February 2, 1929, 
calling attention to the fact that security specula- 
tion was assuming dangerous proportions, which 
made it “incumbent upon the federal reserve banks 
to give constant and close attention to the situa- 
tion in order that no influence adverse to the trade 
and mdustry of the country shall be exercised by 
the trend of money conditions, beyond what may 
develop as inevitable. 

“The extraordinary absorption of funds in 
speculative security loans which has characterized 
the credit movement during the past year or more, 
in the judgment of the Federal Reserve Board, 
deserves particular attention lest it become a de- 
cisive factor working toward a still further firming 
of money rates to the prejudice of the country’s 
commercial interests 

1 cj Annual Report of the Federal Reserve Board for igsg, p 2 
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“ .A member bank is not within its reason- 
able claims for rediscount facilities at its federal 
reserve bank when it borrows either for the purpose 
of making speculative loans oi for the purpose of 
maintaining speculative loans. 

“The Board has no disposition to assume 
authority to interfere with the loan practices of 
member banks so long as they do not involve the 
federal reserve banks It has, however, a grave 
responsibility whenever there is evidence that 
member banks are maintaining speculative secur- 
ity loans with the aid of federal reserve credit. . . .”i 

Federal Reserve Credit and the Depression 

After the collapse in the early fall of 1929, credit 
sttingency and perhaps something worse was pre- 
vented by the federal reserve banks, thiough their 
lapid purchase of United States government se- 
curities, which enabled member banks to assume 
temporarily the heavy indebtedness in the brokers’ 
loan market shifted to them, as interior banks, 
corporations, and individuals withdrew their funds 
from the market. Later in the year, the member 
banks were enabled to reduce their borrowings 
from the federal reseive banks. As hquidation pro- 
gressed and the depression came to be of increasing 
severity, the easy credit policy was continued until 
by the end of 1930 federal reserve bank holdings 

1 Annual Report oj the Federal Reserve Board for /psp, p 3 
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of United States government securities were of 
record-breaking volume up to that time and 
member bank borrowings were at very low figures. 

By the year 1930, practically every important 
country in the world was suffering from the de- 
pression, with the exception of France, and by 1931, 
France also was definitely among the sufferers. The 
world financial panic resulted in the huge with- 
drawals of gold from the United States m the fall 
of 1931 already noted, and it was the federal re- 
serve policy to permit this gap to be filled, in part 
by member bank borrowing, m part by purchases 
of acceptances much greater than seasonal require- 
ments, and in pait by increasing federal reserve 
bank holdings of United States government se- 
curities. Meantime the fedeial reserve system 
made possible extremely easy credit conditions by 
holding Its laige portfolio of United States govern- 
ment securities and by maintaining low discount 
rates. Although money lates and rediscount rates 
advanced somewhat m the autumn of 1931, these 
higher rates did not assume the proportions of 
penalty rates such as would normally be associated 
with a heavy outward movement of gold. On 
December i, 1931, the discount rates of the federal 
reserve banks weie lower than central bank rates 
in all the important countries with the exception 
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of France, Belgium, Switzerland and the Nether- 
landsd 

In summary, it may be pointed out that, with 
the exception of the rapid easing of the money 
market in the fall of 1927 because of only a minor 
recession in business activity and in the face of 
security flotations of record volume; and, with the 
exception, also, of the wavering policy in the fall of 
the year 1928, the policy of the federal reserve 
banks during this period was fairly consistent with 
the generally accepted principles of central bank 
practice. 

* Fedeial Reserve Bulletin, December 1931, p 68a 
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The Reorganization of the Federal Reserve 
System During the Early Years of the World 
Economic Depression 

T hroughout the financial world confidence 
received a rude shock when Great Britain 
departed from the gold standard on September 2,1, 
1931. Almost at once the United States was sub- 
jected to an enormous loss of gold. Within the 
short space of six weeks, our gold exports totaled 
about $725 million. Only the existence of the fed- 
eral reserve system prevented this huge outward 
flow of gold from causing a panic and severe con- 
traction of bank credit 

The extent to which federal reserve credit was 
substituted for the gold that left the country, 
compensating this force making for deflation, is 
indicated by the figures on the following page cover- 
ing the amount of federal reserve credit outstanding 
on two dates six weeks apart. 

That the increase in total federal reserve credit 
outstanding was somewhat greater than the decline 
in our monetary gold stock may be attributed to 
domestic banking difficulties, which were mcreased 
by the general uncertainty and distrust pievaihng 
at this time 
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SEPT 16, 1931 < 

3CT ag, 1931 

CHAKGE 

DURING 


(In mtlhons of dollars) 

PERIOD 

Bills discounted 

$263 

^717 

+^454 

Bills bought 

U. S. government 

ai8 

725 

+ 507 

securities owned 
Other reserve bank 

742 

727 

- 15 

credit 

56 

42 

* 14 


Total federal reserve 

credit outstanding ^1,279 $2,211 +$932 


After the United States had successfully met the 
crisis, gold began to flow back into this country 
and during November and December 1931, about 
$170 million was added to our total gold stock. As 
a result of these imports and others of considei able 
amount which had taken place early in 1931, the 
net decline in our gold holdings during the year was 
reduced to approximately $135 million. 

J'he Glass-Steagall Act 

The unusually heavy gold exports in September 
and October 1931, and the increasing volume of 
federal reserve notes in ciiculation were among the 
principal reasons for the enactment of the Glass- 
Steagall Act of February 27, 1932, amending the 
federal reserve law.^ This legislation consisted of 

* For a detailed discussion of the provisions of this Act, sec %u-pra, pp. 
70-2 and pp 79-81 
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two parts, the more important of which authorized 
the use of United States government obligations as 
collateral security for federal reserve notes. The 
enactment of this emergency provision allayed 
public fears that the country might be driven off 
the gold standard while still holding an almost 
unprecedented stock of monetary gold. 

The other part of the Glass-SteagaU Act added 
two new paragraphs to the Federal Reserve Act ^ 
It was the purpose of these additional sections 
to allow a federal reseive bank to extend credit to 
member banks, which did not possess eligible 
paper, when the circumstances were unusual and 
exigent, against the pledge of any other assets that 
should be satisfactory to the reserve bank. This 
type of loan, however, could not be used by a fed- 
eral reserve bank as collateral foi federal reserve 
notes 

As soon as the Glass-Steagall Act was passed, 
the federal reserve banks were enabled to increase 
their purchases of government securities very 
substantially. The effect of such purchases was to 
put additional federal reserve notes and deposits 
at the disposal of the member banks. 

Total holdings of government securities had been 
about ^800 million at die end of 1931 and were 
litde changed until the passage of the Glass-Steagall 
Act. From that time on, they were increased at a 

1 Sections loa and lob. 
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rapid rate, sometimes to the extent of ^100 million 
in a week, until they totaled approximately 
$i,Soo million at the end of June 1932.^ The eifect 
of these purchases upon the volume of federal 
reserve credit outstanding was as follows: 


FEB S4, 193a JUNE 39, 1933 CHANGE 
DURING 

(In milhons of dollars) period 


Bills discounted 

^835 

$470 


Bills bought 

133 

64 

- 69 

U. S. government 

securities owned 

741 

1,801 

+ 1,060 

Other reserve bank 

credit 


II 

- 14 


Total federal reserve 

credit outstanding ?i,734 ^2,346 +$612 


These open-market operations represented an 
attempt to put an end to the deflation of bank 
credit that had been proceeding at a rapid rate 
since 1929. It was the belief of those charged with 
the determination of federal reserve policy that the 
large balances put into the hands of the member 
banks by such operations would be used by them as 
the basis for new loans to their customers or for 
purchases of bond investments. Either use, it was 
reasoned, would tend to end the spiral of deflation 

'■ cj Chart XII, p 146, 
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that was carrying prices of commodities and se- 
curities continually downward 

This experiment failed in its primary purpose. 
Its chief effects were to allow the member banks to 
reduce their indebtedness to the reserve banks and 
to cushion the credit structure when large exports 
of gold began again early in 1932. The monetary 
gold stock of the United States was approximately 
$4,354 million on February 2,9, 193a and fell to 
$3,919 million by June 30, a decline of $435 million 
within the relatively short period of four months. A 
large part of this loss of gold was probably due to 
the open-market operations already described and 
to agitation in Congress in favor of inflationary 
measures, including that for the immediate cash 
payment of the soldiers’ bonus. Of course, once the 
gold movement had set in, it would have resulted 
in a contraction of member bank credit if it had 
not been offset by a policy of credit expansion 
on the part of the federal reserve banks 

Extension of the Circulation Privilege of 
National Bank Notes 

As a temporary measure, the Federal Home 
Loan Bank Act of July 11, 1932 (section 29), 
granted the circulation privilege, for a period of 
three years, to all United States government bonds 
bearing an interest rate of not more than 33/8 per 



i 62 


THE A B C OF THE 


cent ^ This meant that any national bank could 
deposit the specified bonds with the Treasurer of 
the United States, pay the necessary tax, and issue 
national bank notes against the deposited bonds to 
an amount that would bring its total issue up to 
the amount of its paid-up capital. It was thus made 
possible to expand the existing national bank note 
circulation (of about $ 6^1 million) by about I917 
million.'' For many years, the circulation privilege 
had been enjoyed by only limited pre-War issues of 
2 per cent bonds. The importance of the extension 
of the privilege at this particular time was that it 
enabled national banks which held the securities 
affected by the legislation to issue additional 
national bank notes, instead of borrowing at the 
reserve banks to obtain federal reserve notes In 
practice, however, very limited use was made of the 
additional circulation privilege, for the member 
banks had a substantial and increasing volume of 
idle funds in the form of excess reserve balances. 
Between June 30 and December 31, 1932, the cir- 
culation of national bank notes increased to the 
extent of only $119 million. During the same 
period, total mon.ey in circulation declined by 
^20 million, indicating that the increased volume 

^ For the provisions of this Act relating to the issue of national bank 
notes and a discussion thereof, see Federal Reserve bulletin, August 1932, 
pp 478-80 and 535-7 

2 thd , p 479 
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of national bank notes was sbghtly more than offset 
by decreases in other kinds of money outstanding, 
notably federal reserve notes. To the extent that 
this tendency to expand national bank note cir- 
culation continued, it allowed member banks to 
reduce their indebtedness to the federal reserve 
system.^ 

Loans to Individuals ^Partnerships, and Corporations 

From the beginning the federal reserve banks 
had been known as “bankers’ banks.” Excepting 
only their open-market operations, their dealings 
were almost exclusively with the member banks^ 
and with the government, never with the general 
public. The first departure from this tradition came 
as a result of the demand for increased credit accom- 
modation at the bottom of the depression. As part 
of the Emergency Relief and Construction Act of 
July ai, 1932, Congress passed an amendment to 
section 13 of the Federal Reserve Act permitting 
the reserve banks to make direct loans to individ- 
uals, partnerships, and corporations. The reserve 
banks were authorized, after obtainmg the approval 
of not less than five members of the Federal Reserve 
Board, to discount short-term notes, drafts, and 

* For details regarding the subsequent retirement of all national bank 
notes, see pp 225-7. 

* Including, for clearing purposes, some so-called clearing member 
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bills of exchange for any individual, partnership, 
or corporation unable to obtain the accommodation 
from other banking institutions. Although the first 
loan under this provision of the law was made on 
August 4, 1932, by the end of the year only 23 such 
advances had been made totaling less than a mil- 
lion dollars. 

Additional legislation to give the public direct 
access to the reserve banks was mcluded as part of 
the Emergency Banking Act of March 9, 1933. 
This Act, among its various provisions, further 
amended section 13 of the Federal Reserve Act to 
allow the reserve banks to make advances, for 
periods not exceeding 90 days, to individuals, 
partnerships, or corporations on their promissory 
notes when secured by the direct obligations of the 
United States government. 

Although some criticism has developed with 
reference to these provisions for direct loans, par- 
ticularly from member banks which aie loath to 
be compelled to compete for customers’ business 
with the central banking system, the reserve banks 
have made few such advances, and direct loans 
have been unimportant up to the present time. 
The highest total of such loans outstanding since 
the legislation authorizing them was first enacted 
m 1932 came to less than one and a half million 
dollars 
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Capital Loans to Industries or Commercial 
Businesses 

Since many small industrial and commercial 
enterprises had suffered severe shrinkages in their 
working capital during the depression, Congress 
passed an act on June 19, 1934, allowing such units 
to obtain capital loans directly from the federal 
reserve banks when other sources of credit are 
closed to them. This legislation added section 13b 
to the Federal Reserve Act. Under the authority 
here granted, the reserve banks may make loans to, 
or purchase the obligations of, established in- 
dustrial or commercial enterprises which are un- 
able to receive financial assistance through regular 
banking channels. Such loans or ci edits cannot 
have a maturity exceeding five years. 

The federal reserve banks are also authorized by 
this legislation to participate with member banks 
or other financial institutions in making working 
capital loans to industry. Finally, it is provided that 
the federal reserve banks may obligate themselves 
to take over working capital loans made by member 
banks or non-member banks and to assume an 
agreed proportion of any resulting loss, but in no 
case more than 80 per cent of the amount of the 
original loans. 

The legislation provided for the establishment 
in each federal reserve district of an industrial 
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committee to assist m making such advances and 
commitments. This committee must not have 
less than three or more than five members, all of 
whom are actively engaged in some industrial 
undertaking. All apphcations for industrial ad- 
vances require the approval of the local committee 
befoie transmittal to the federal reserve bank for 
action. Notwithstanding the favorable terms upon 
which such credit accommodations can be obtained, 
relatively few entei-prises have taken advantage of 
the opportunity. Up to the present time the maxi- 
mum amount of industrial advances by the reserve 
banks outstanding at the end of any month has 
been $33 million. 

In order to enable the federal reseive banks to 
make such working capital loans to industrial and 
commercial enterprises. Congress authorized the 
Secretary of the Treasury to return to each reserve 
bank its pro rata share of the ^1395^99,557 sub- 
scription to the stock of the Federal Deposit In- 
surance Coiporation made by the federal reserve 
banks.i Such payments were to be added to the sur- 
plus account of the individual leserve banks, since 
funds for the stock subscription had originally been 
taken from surplus. The funds needed by the 
Treasury to fulfil the intent of this provision of the 
law were appropriated out of the gold mcrement or 
“profit” accruing to the government as a result of 

‘ Infra, pp 229-30. 
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the legal devaluation of the dollar on January 31, 
1934 - 

'The Banking Panic of 1^33 
Even during the prosperous years of the 192,0’s 
large numbers of banks failed year after year. The 
total number of failures durmg the years 1921-29 
inclusive came to 5,714 banks, which held deposits 
of $1,626 million. In only two years of these nine 
were there less tlian 500 bank failures, and in no 
year were the deposits of banks that failed less than 

RECORD OF BANK FAILURES BY 
CALENDAR YEARS, 1921 to 1932 


NO OF FAILURES DEPOSITS OF FAILING BANKS 

(MimONS OF dollars) 



Chart XIII 
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^93 million.^ This disgraceful record was unequalled 
in any other country The failures not only inflicted 
much hardship and undeserved loss on many 
thousands of innocent depositors, but also greatly 
impeded the orderly functioning of the nation’s 
economic life. In this connection it should be borne 
in mindj as previously noted, that something like 
90 per cent of the nation’s business is transacted by 
means of bank checks 

The reasons for the bank failures were many and 
varied. Some of the most important were the un- 
wise extension of mortgage credits on farm land 
during the War and post-War boom,® the unhealthy 
competition between the national and state bank- 
ing systems leading to a levelling down of their re- 
spective banking standards, the small amount of 
capital required to start state banks in many sec- 
tions of the country and the consequent growth of 
excessive banking facilities, the diversion of in- 
creasing proportions of bank assets away from cur- 

' For detailed figures see Annual Report of the Federal Resene Board 
for 1934, p 167. 

* During the period of the World War and for a short time immediately 
following, when pnces of agncultural products reached spectacular 
heights under the pressure of European war demands and of inflation at 
home, the pnces of agncultural lands in many parts of the United States 
were boosted to extravagant figures by large purchases of land on the 
part of farmers, who bought it largely on mortgage credit — in other 
words, “on a margin ” Between tgio and igao the farm mortgage debts 
of the United States increased from ?3,32o,47o,ooo to ^7,857, 700,000 an 
increase of 137 per cent, most of which took place in the latter years of 
the period cf Wckens, David L , “Farm Mortgage Credit,” U S De- 
partment of Agnculture, Technical Bulletin no s88, February ig32, p 4 
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rent business and into the securities market and 
finally the incompetence of large numbers of those 
m charge of our banking institutions. 

With the onset of the depression, there was a 
marked fall in the prices of securities, agricultural 
products and real estate, which had come to serve 
as the basis for a large part of the outstanding bank 
credit To a banking system already in a weakened 
condition this decline in prices proved disastrous. 
In 1930, 1,352 banks with deposits of ^853 million 
were unable to meet the demands upon them and 
were compelled to close their doors. In 1931, the 
number of failing banks rose to 2,294 ^tid the de- 
posits thereby immobilized — ^much of which were 
permanently lost — totaled ^1,691 million. The 
number of failures increased greatly in the fall of 
the year when confidence nearly everywhere 
throughout the world was shocked by England’s 
departure from the gold standard. 

The government attempted to alleviate the 
situation in October 1931, by the formation of the 
National Credit Corporation. This institution was 
financed by the banks themselves and was designed 
to extend credit on assets that were sound but 
which under existing law were not eligible for re- 
discount at the federal reserve banks. When the 
emergency became so acute that even this assist- 
ance proved inadequate, the Reconstruction Fi- 
nance Corporation was created by act of Congress 
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and began to operate in February 1932. It was the 
primary function of this corporation to make sound 
loans to banks, insurance companies and 1 ailroads 
in order to bolster up some of the weakest places in 
the credit structure of the country. Within the 
single year 1932 the Reconstruction Finance Cor- 
poration extended loans of $850 million to ap- 
proximately 5,600 banks and trust companies. Of 
this total amount, $600 million was outstanding at 
the end of tlie year. Largely because of the assist- 
ance of the Reconstruction Finance Corporation 
the number of bank failures was sharply reduced 
in 1932 as contrasted with the unprecedented total 
of the previous year. 

Late in 1932, however, the number of bank 
failures began to increase again, and thjs trend 
continued through the first weeks of 1933. In cer- 
tain places where banking difficulties were es- 
pecially acute, moratoria on bank payments were 
introduced under the name of “bank holidays.” 
The first of these was put into effect in Nevada in 
November 193a, but escaped general notice in the 
eastern section of the country. A few weeks later 
local moratoria were declared in various cities in 
Illinois and on January ao, 1933, the legislature of 
Iowa declared a virtual moratorium by authorizing 
the State Superintendent of Banking to operate 
any bank that could not meet its obligations in full, 
without forcing it to go into receivership. A tern- 
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porary banking holiday in Louisiana on February 
4, added new fuel to the flames of public distrust 
and led to substantial withdrawals of currency 
from the banks in other sections of the country. 
The condition of many banks already seriously im- 
paired was further weakened by the rapid shifting 
of funds for safety on the part of large business con- 
cerns from one part of the country to another in 
response to vague rumors and fears concerning 
banking conditions in various cities. 

On February 14, 1933, the governor of Michigan 
declared a state-wide bank holiday because of the 
financial situation in Detroit. The effects of this 
moratorium in an important industrial state were 
national m scope, for funds were withdrawn from 
numerous banks elsewhere to be sent to Michigan 
or to be used m meeting payments that would 
normally have been made out of balances in the 
Michigan banks A few days later a bank holiday 
was declared in Maryland because of financial 
difficulties in the city of Baltimore Also, restric- 
tions were placed on the withdrawal of bank de- 
posits in Indiana, Arkansas, and Ohio Several 
states passed laws to safeguard bank depositors 
or to readjust the liabilities of state banks without 
compelling them to go into receivership These 
special powers given to the state banking author- 
ities were frequently at variance with the powers 
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possessed by the Comptroller of the Currency in 
respect of national banks. Wheie state banks were 
authorized to close or operate on a restricted basis, 
unusual demands therefore were often made on the 
national banks remaining open. To meet this 
situation. Congress passed a joint resolution on 
February 25 authorizing the Comptroller to ex- 
ercise the same powers in respect to national 
banks that state officials had with reference to 
state banks.^ 

Such temporary expedients, naturally, did not 
greatly relieve the general distrust of the banking 
system on the part of the public. Altogether seven- 
teen more states declared bank holidays between 
March i and 3, and the moratorium became prac- 
tically complete when the governor of New York 
early in the morning of March 4, which was 
Saturday, proclaimed that day and the following 
Monday bank holidays. Similar action was taken 
at about the same time m Massachusetts, Illinois, 
New Jersey, Pennsylvania, and other important 
industrial and financial states. Thus, by March 4 
practically every bank and trust company in the 
United States, and every federal reserve bank 
had been closed or severely restricted in its opera- 
tion. 

‘ Annual Report of the Federal Reserve Board for 1933, p 10, 
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Why the Federal Reserve System Could Not Prevent 
the Panic 

Why was the federal reserve system unable to 
prevent such a general breakdown of our banking 
system ^ 

As we have already seen/ one of the principal 
reasons for creating the federal reserve system 
was to mobilize the bank reserves of the country 
and make them available to the member banks 
at those times when unusual demands were 
made upon them To obtam iunds when needed, 
the member banks could rediscount their eligible 
paper with the reserve banks, sell their acceptances 
to them, or borrow from them on their 15-day notes 
secured by United States government obligations. 
As long as a member bank possessed an adequate 
supply of these kinds of paper, it had access to the 
reserve bank in its district and could obtain federal 
reserve notes to meet the demands of its depositors 
for money. 

What the founders of the reserve system had not 
provided for, and what the reserve banks were 
powerless to remedy, was a general loss of confidence 
in the banks of the United States, and such a de- 
mand for repa)mient of deposits that many thou- 
sands of banks no longer possessed eligible assets 
adequate to obtain, through federal reserve loans, 

» Supra, pp 3-7, and pp 41.51 
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the required amount of federal reserve notes. 
When, in addition, the Reconstiuction Finance 
Coiporation had extended all the assistance it 
could to a bank, whether or not a member of the 
resei ve system, on its “sound” but ineligible assets, 
there was no further source of help In the event 
that the bank’s creditors continued to demand the 
repayment of their deposits, the closing of the bank 
became inevitable The continuation of this process 
during the three preceding years of depression took 
a toll of over 5,000 banks and then culminated in 
the “bank holiday” of March 1933. 

Throughout the crisis the federal reserve system 
carried on with commendable courage and effi- 
ciency. The success of its efforts was reflected in 
the continued confidence in the nation’s most im- 
portant kind of currency — the federal reserve note 
— ^until the last weeks of the crisis, when there de- 
veloped a substantial demand for gold. This de- 
mand was to be attributed not to any failure to 
maintain the value of the federal reserve notes, 
which were always redeemable in gold, but to fears 
that the incoming Administration intended to re- 
duce the gold value of the dollar and resort to other 
inflationai y measures.^ 

The extent to which the reserve banks went to 
the aid of the member banks and the money market 

^Sce Myers, William Starr and Newton, Walter H , 1‘he Hoover Ad- 
mimstration. Chap xvni 
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during the weeks when the crisis was most acute 
IS set forth in the following table showing changes 
in federal reserve credit outstanding between 
February 15 and March 8; 


FEB 15, 1933 MARCH 8, I933 CHANGE 
DURING 



{In millions of dollars) 

PERIOD 

Bills discounted 

$ 286 

$1,414 

■+•$1,128 

Bills bought 

31 

417 

+ 386 

U. S government 

secunties owned 

1,809 

1,881 

+ 

Other reserve bank 

credit 

10 

- 68 

- 78 

iotai leaerai reseive 

credit outstanding 

$2,136 

^,644 

+ $1,508 


During the same period, money in circulation 
increased by $ 1,684 rnillion, of which ^ 1,324 million 
consisted of federal reserve notes and ^253 million 
of gold com and gold certificates Appioximately 
two-thirds of these increases were concentrated 
in the week ending March 4 
Since this marked increase in the total of federal 
reserve notes in circulation comcided with the de- 
cline in the gold holdings of the system, the reserve 
ratio had fallen to 45 3 per cent on March 3. This 
was substantially above the legal minimum (of 35 
per cent gold and lawful money against deposits 
and 40 per cent gold against notes), but the Federal 
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Reserve Board on that date, acting under the 
powers given it by section iic of the Federal Re- 
serve Act, suspended the reserve requirements 
for 30 days and provided for the imposition of the 
penalty tax on the amounts by which reserves 
should become deficient. This action was taken to 
make the position of the resei ve banks impregnable 
and to give them freedom of action in meeting the 
crisis. The reserve banks, however, made little use 
of this suspension of reserve requirements. Follow- 
ing the bank holiday, federal reserve notes and 
gold were returned to the reserve banks in large 
volume and there was a substantial improvement 
in the general banking situation The suspension 
of the reserve requirements was therefore not re- 
newed at the expiration of the original 30-day 
period. 

Emergemy Banking Legislation 
Early in the morning of March 6, the President, 
acting under the authority of one section of the 
almost forgotten “Trading with the Enemy Act” of 
October 6, 1917, as subsequendy amended, issued a 
proclamation declaring a nationwide bank holiday 
from March 6 to 9 inclusive. The proclamation 
declared that there had been heavy and unwar- 
ranted withdrawals of gold and currency from the 
banks for hoardmg and that foreign exchange 
speculation abroad had resulted in severe drains 
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on the nation’s stocks of gold, with the result that 
a national emergency had been created. Therefore, 
m order to prevent the export, hoarding, or ear- 
marking of gold or silver coin or bullion or cur- 
rency, the President proclaimed that the bank 
holiday should be observed by all banking institu- 
tions in the United States, as well as in the terri- 
tories and insular possessions thereof. During the 
holiday, except with the approval of the Secretary 
of the Treasury, no bank could engage m any of 
the customary banking operations Subsequently, 
to prevent undue hai-dship, the banks were authorized 
to make limited payments that were necessary to 
provide their communities with food, medicine, and 
other necessities of life, to relieve distress, and to 
meet current payrolls The purpose of this tem- 
porary suspension of almost all banking activity 
was to allow the public to regain its equilibrium and 
to give the authorities an opportunity to survey 
the situation and adopt comprehensive remedial 
measures. 

On the same day that the proclamation calling 
for a national bank holiday was issued, the Presi- 
dent summoned a special session of Congress to 
meet on March 9 To that session he sent a message 
asking for the immediate passage of legislation 
“giving to the executive branch of the Govern- 
ment control over banks for the protection of de- 
positors; authority forthwith to open such banks 
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as have already been ascertained to be in sound 
condition and other such banks as rapidly as 
possible; and authority to reorganize and reopen 
such banks as may be found to require reorganiza- 
tion to put them on a sound basis. 

Congress responded with alaciity and on the 
same day passed the Emergency Banking Act of 
March 9, 1933.’“ This legislation contained the 
following salient provisions: 

I Approval was given to the emergency mea- 
sures adopted by the President and the Secretary 
of the Treasury between March 4 and March 9 in 
dealing with the banking crisis. 

a. The President was empowered, during time of 
war or any other national emergency, to control 
foreign exchange transactions, gold and currency 
movements, and banking transactions 
3. The Federal Reserve Act was amended by the 
addition of section iin. This provided that when- 
ever the Secretary of the Treasury deems it neces- 
sary to protect the currency, he may require all 
holders of gold com and bullion and gold certificates 
to deposit their holdings with the Treasurer of the 
United States and receive in exchange therefor an 
equivalent amount of any other form of money 
issued under the laws of the United States. 

^ Annual Report of the Federal Reserve Board for 1^33, pp ia-13 
• For the text of thjs Act, ^ tbid 461-5 
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4. Dming the period of the emergency no federal 
reserve member bank was to engage m any kind of 
banking activity, except as permitted by the Sec- 
retary of the Treasury with the approval of the 
President. 

5. The Comptroller of the Currency was author- 
ized to appomt conservators for national banks in 
all cases where necessary to protect the bank’s 
assets. The functions of the conservator were some- 
what similar to those of a receiver, but he was not 
required to place the bank m liquidation. Where re- 
organization was necessary, the conservator was 
allowed to follow a simplified procedure which re- 
quired the approval of a smaller proportion of the 
depositors and stockholders than older methods 

6. National banks were given permission to issue 
preferred stock in order to obtain new capital, and 
the Reconsti-uction Finance Corporation was au- 
thorized to purchase such preferred shares, which 
were not to be subject to the double-liability pro- 
vision 

7. To meet the widespread demands for currency, 
the reserve banks were authorized to issue federal 
reserve bank notes of a character somewhat differ- 
ent from those pieviously issued and at this tune 
constitutmg only a negligible part of our currency.^ 
These notes were to be obtained by depositing with 

^ Supra, 6ii-2,cf Kemmerer, Edwin W , Kemmertr on Money, and 
ediaon, pp a5-7. 



THE A B C OF THE 


180 

the Treasurer of the United States the direct obliga- 
tions of the government or any notes, drafts, bills 
of exchange, or bankers’ acceptances acquired by 
the reserve banks in the course of their operations.^ 
The federal leserve bank notes were thus a simple 
asset currency A 5 per cent redemption fund in 
lawful money was held against them. The chief 
limitations on their issue were a tax of of one 
per cent per annum (corresponding to that re- 
quired on the national bank notes secured by 1 
per cent government bonds) and the provision 
that no more federal reserve bank notes could be 
issued, unless secured by deposits of government 
bonds bearing the circulation privilege, after the 
President proclaimed the termination of the emer- 
gency. 

The circulation of federal reserve bank notes 
reached a peak of ^2,08 million at the end of 
December 1933. Since that time these notes have 
gradually been retired so that only about $2g mil- 
lion were in circulation at the end of August 
1938. In March 1935, the federal reserve banks 
deposited funds with the Treasurer of the United 
States for the retn-ement of all federal reserve bank 
notes then in circulation. They were thus enabled 

' These federal reserve bank notes could be issued up to loo per cent 
of the par value of the United States government obligations pledged as 
sccunty, and up to 90 per cent of the estimated value of the notes, drafts, 
bills of exchange, and bankers’ acceptances used as collateral 
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to eliminate the liability for such notes from their 
balance sheets 

8. Section lob of the Federal Reserve Act, 
which was originally to remain in effect until 
March 3, 1934, and was subsequently extended for 
an additional year, was amended to allow the 
federal reserve banks permanently to extend loans 
at a penalty rate of interest on the time or demand 
notes of member banks, lacking eligible paper, 
without the advance approval of five members of 
the Federal Reserve Board. Also, the provision 
that such loans could be made only to banks with 
a capital of less than $5 million was eliminated. 

9. Finally, the reserve banks were authorized to 
make direct advances, for periods not exceeding 90 
days, to individuals, partnerships, and corporations 
on their promissory notes, when secured by the direct 
obligations of the United States government ^ 

An amendment to the Emergency Banking Act 
was enacted on March 24, 1933, to allow non- 
member state banks to borrow from the federal 
reserve banks during the period of the emergency. 
While thus indebted, the non-member banks were 
required to comply in all respects with the pro- 
visions of the Federal Reserve Act applicable to 
state member banks and the legulations of the 

* This represented an amplification of the provisions for direct loans 
first contained in the Emergency Relief and Construction Act of July at , 
193a Supra, pp 163-4 
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Federal Reserve Board issued theieunder. The 
most important of these provisions was that re- 
quiring maintenance of the legal reserve with the 
federal reserve banks. Non-member banks were 
not required, however, to purchase stock in the 
reserve banks. 

The general purposes of this legislation are clear. 
First of all, it was designed to satisfy the panic 
demand for currency by making available a prac- 
tically unlimited issue of federal reserve bank 
notes. Secondly, the President and the Secretaiy 
of the Treasury were given practically complete 
control over banking, foreign exchange transac- 
tions and gold movements, as well as the right to 
withdraw all gold from circulation. Thirdly, the 
lending powers of the federal reserve banks were 
increased so that they could render much greater 
assistance to member and non-member banks. And, 
finally, the way was cleared to reopen all sound 
banks, while conserving the assets of those banks 
that were not in a position to engage m unrestricted 
operation. 

Reopentng the Banks 

Following the passage of the Emergency Bank- 
ing Law on March 9, the President, acting under 
Its authority, extended indefinitely the bank 
holiday. Then, on March 10, an executive order 
was issued authorizing the Secretary of the Trea- 
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sury to license federal reserve member banks that 
were sound to conduct their ordinary banking busi- 
ness, with the restrictions that gold payments were 
prohibited and that currency was not to be paid 
out for purposes of hoarding. State bankmg au- 
thorities were charged with the responsibility of 
examining and licensing non-member banks In 
the work of receiving applications of member banks 
and issuing licenses to all that were found strong 
enough to leopen, the federal reserve banks were 
named to act as agents of the Secretary of the 
Treasury. Finally, gold exports were prohibited 
except under government license 

This program for reopening the banks was put 
into effect almost immediately. On Saturday, 
March ii, the Treasury authorized the reserve 
banks to reopen on the following Monday and to 
resume all normal banking operations, except that 
gold payments were prohibited. Also, a schedule 
was made public whereby sound banks m the 
twelve federal reserve bank cities weie likewise to 
be reopened on Monday, March 13, banks in the 
250 cities with established clearing houses were to 
be opened on March 14, and banks in all other 
places on March 15 

These measures proved notably successful in 
restoring confidence in the banks, which were 
opened according to schedule Within three weeks 
about 12,800 of the 17,500 banks still m operation 
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before the bank holiday had been reopened on an 
unrestricted basis ^ The public almost immediately 
stopped demanding repayment of their deposits 
and soon began to return large amounts of currency 
to the banks From the end of the bank holiday to 
April ij 1933, the total of money in circulation de- 
clined by approximately $1,2.50 million after reach- 
ing a peak of $7,538 million on March 8. An 
additional $750 million was retired from circulation 
in the course of the ensuing five months Reserves 
of the federal reserve banks increased from $2,857 
million on March 8 to $3,598 million on April 5 
This increase raised the reserve ratio from 43 5 on 
March 8 to 56.1 on April 5, 

Abandonment of the Gold Standard 

Strictly speakmg the United States abandoned 
the gold standard on the morning of March 6 when 
the President issued his proclamation declaring the 
bank holiday, ^ although its formal legal abandon- 

^ The number of banks licensed to resume operations had increased to 
15,370 by December 31, 1934 Deposits of licensed banks on that date 
totaled ?39, gio million The number of banks that were licensed to re- 
open and then subsequently failed was surprisingly small Only 179 
licensed banks, with deposits of J146 million, suspended payment in 
1933 The number of such suspensions fell to 57, with deposits of ^37 
milhon, in 1934 Between March 16, 1933, and December3i, 1936, 2,124 
banks, with deposits of ^2,520 milhon, were liquidated or went into 
receivership The number of banks operating in the United States on 
December 31, 1937 — the latest date for which figures are available — was 

15.393 , 

“ The gold standard is a monetary system in which the unit of value, be 
It the dollar, the franc, the pound, or some other unit in which prices and 
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ment was not effected until April ao, 1933, when 
the President issued an executive order placing an 
almost complete embargo on the export of gold 
com, gold bullion, and gold certificates, and on the 
earmarking of gold for foreign account At the 
time this latter step was taken the monetary gold 
stock of the United States totaled about 14,312 
million Of this amount the Treasury and the 
federal reserve banks had in their possession almost 
^4,000 million or approximately one-third of the 
total gold holdings of all governments and central 
banks in the world. 

The continuance of the abandonment of the old 
gold com standard at this time, in the judgment of 
the writer, was not a matter of necessity, but an 
act of deliberate choice 

Between the end of February and the end of 
April there is no evidence either in foreign ex- 
change rates or prices that diere occurred any con- 
siderable depreciation in the dollar In terms of 

wages are customarily expressed and in which debts are usually contract- 
ed, consists of the value of a fixed quantity of gold in a free gold market 

In this definition several things that are popularly associated with the 
gold standard are conspicuous by their absence There is no mention of 
gold coins, of legal tender, of free comage, or even of redemption of paper 
money in gold These things are all customary accompaniments of the 
gold standard They are useful devices for maintaining it The gold 
standard, however, could exist without any or all of them Furthermore, 
a currency might have all these attributes and still not be a true gold 
standard 

For a more detailed discussion of this subject, ace Kemmerer, Edwin 
W , Kemmerer on Money, and edition, pp. 1-13, and Money, Chap v 
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cable-transfer rates on gold-standard France, the 
dollar depreciated 4.4 per cent, m terms of sterling 
It declined 4 4 per cent, wholesale prices rose i per 
cent and the cost of living declined o 8 per cent, 
while common stocks showed an average rise of 6 7 
per cent Business was improving, the Federal Re- 
serve Board’s index of industrial production rose 
4 8 per cent, the Cleveland Trust Company Index 
of industrial activity increased 4 9 per cent; de- 
partnaent store sales rose ii 7 per cent ^ The num- 
ber of commercial failures declined 19.2 per cent 
and the liabilities 22.1 per cent. 

In other words, confidence was returning and the 
emeigency which justified temporary drastic meas- 
ures during the bank holiday was passing. The 
situation was well in hand and the time had arrived 
for a turning back towards normal conditions as 
regards monetary and banking restrictions. In such 
a situation the wise course for the Administration 
to have followed was an early return to the gold 
standard with full convertibility of paper money 
into gold com, at the old gold value and the re- 
moval of all restrictions on the exportation and 
holding of gold, accompanied by a bold assurance 
from the President that the government was will- 
ing if necessary to go to the limit of its resources 
for the maintenance of the gold standard. 

’■ This was a period of increasing industrial activity not only in the 
United States, but m Canada, England and many other countries 



FEDERAL RESERVE SYSTEM 187 

Of course, liberal emergency measures of the 
general types actually taken to help the debtor 
classes for a reasonable period should have been 
adopted 

The proclamation of March 6, in effect, ended 
redemption of federal reserve notes in gold and 
reduced them to the status of an inconvertible 
currency. On April 5 the President issued an 
executive order forbidding die hoarding of gold and 
requiring all persons to deliver their holdings of 
gold, except for a personal exemption of $100 and 
what was customarily needed m industry and the 
arts, to the federal reserve banks before May i, 
1933 Penalty for violation of the order was im- 
prisonment for as much as ten years, or a fine 
running to a maximum of $10,000 The executive 
order of April 20 , 1933, placed an almost complete 
embargo on gold exports Thereafter it was no 
longer possible to support the exchange value of the 
dollar against other currencies by gold shipments 
Finally, on June 5, 1933, Congress passed a joint 
resolution abrogating the “gold clause” in all con- 
tracts, including government bonds, by declaring 
that every obligation requiring payment in gold 
dollars of a specified weight and fineness could be 
discharged by payment in any com or currency 
that IS legal tender for public and private debts,i 

* In this joint resolution Congress gave the legal tender quahty to all 
coins and currencies of the United States, including federal reserve notes, 
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which meant in any kind of United States currency 
whatsoever. The legality of this action, about 
which there was considerable doubt, was upheld in 
a five to four decision by the United States Su- 
preme Court in the “gold cases” on February i8, 

ms- 

'The Thomas Inflation Amendment 
Agitation for inflation had started soon after the 
beginnmg of the depression in 1929. As the debt 
burden became progressively greater with the sharp 
fall in prices, political pressure in favor of currency 
debasement increased at a rapid rate. By 1933 
the theory that most of the economic troubles of 
the country could be remedied by a depreciation 
of the dollar was widely held The aim of the Ad- 
ministration, expressly declared on numerous oc- 
casions, early came to be the restoration of the pre- 
depression commodity price level, which was 
generally assumed to be that prevailing in 1926 
Abandonment of the gold standard was one 
major step taken to achieve this purpose Another 
was the passage of the so-called Thomas inflation 
amendment as Title III of the Agricultural Ad- 
justment Act of May 12, 1933 This inflation 
measure gave extraordinary powers to the Presi- 
dent to expand the currency and increase the total 
volume of bank deposits. The chief provisions of 

curculating notes of federal reserve banks, and national bank notes, pre- 
viously or subsequently coined or issued 
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this legislation, which had a direct connection with 
the federal reserve system, were the following: 

1. The President was authorized, at his discre- 
tion, to instruct the Secretary of the Treasury to 
make agreements with the federal reserve banks 
to purchase, either in the open market or directly 
from the Treasury, United States obligations up 
to a total amount of $ 3,000 million^ in addition to 
those already held in their portfolios.^ 

2 . If the Secretary of the Treasury was unable to 
obtain the assent of the federal reserve authorities 
to engage in these open-market operations, or if 
the purchases of government securities were in- 
adequate to meet the pui poses of the Act (1 e., to 
bring about a sufficient rise in prices), the President 
was authoiized to direct the Secretary of the 
Treasury to issue up to $ 3,000 million in United 
States notes (greenbacks). The amount then in cir- 
culation was only $261 million. These newly issued 
greenbacks were to be used to meet maturing 
federal obligations, to repay sums borrowed by the 
United States, and to purchase United States gov- 

1 Total holdings of United States government securities by the reserve 
banks on May lo, 1933, just prior to passage of this legislation, amounted 
to ?i, 837 million 

^ If Ae conduct of these operations made it necessary to suspend the 
federal reserve bank reserve reqmrements, no graduated tax (under 
section lie of the Federal Reserve Act) was to be paid on the amount by 
which the reserves were deficient Similarly, the automatic increases in 
reserve bank interest and discount rates in effect (section iic) whenever 
reserves become deficient in this connection were to be suspended 
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eminent m teres t-bearmg obligations Four per cent 
of this issue of greenbacks was to be retired from 
circulation annually. 

3. The President was further authorized to fix 
the weight, in grains, of the gold dollar, and the 
weight of the silver dollar at a definite ratio to that 
of the gold dollar, at such an amount as he might 
determine to be necessary “to stabilize domestic 
prices or to protect the foreign commeice against 
the adverse effect of depreciated foreign cur- 
rencies,” and to provide for the unlimited coinage 
of gold and silver at the ratio fixed ^ The only limi- 
tation on this sweepmg grant of authority was the 
provision that the content of the gold dollar (23 22 
grains of fine gold) could not be reduced by more 
than 50 per cent 

4. Finally, the Federal Reserve Board, upon 
affirmative vote of five of its members and with the 
approval of the President, was authorized to in- 
crease or decrease the reserve balances that mem- 
ber banks were required to maintain with their 
federal reserve banks, when it was declared that an 
emergency existed because of credit expansion or 
contraction. The Board was thus entmsted with an 

' By this single section of an inflationary rider to a farm-aid bill, the 
President was given power to estabhsh bimetalhsm in the United States, 
either naoonal or international, at any ratio that he might decide upon 
There was remarkably little public recognition of the fact, yet this was 
the same issue on which at least one Presidential campaign and numerous 
Congressional battles had been fought a generation previously. See 
Kemmerer, Edwin W , Money, Chap xv 
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exceedingly powerful instrument to effect changes 
in the total amount of bank credit m the country. 
With a single stroke of the pen it would be possible 
to accomplish, through alteiations in reserve re- 
quirements, the same results that open-market 
opeiations were designed to achieve much more 
slowly ^ 

If the President had used to any large extent the 
inflationary powers granted to him by these various 
provisions of the Thomas amendment, the result 
would have been a catastrophic rise in prices. 
Under the terms of this legislation, it was possible 
to double the country’s monetary gold stock, rais- 
ing It at a moment’s notice from $4,312 million to 
$8,624 million, if the maximum devaluation of the 
dollar was effected, greenbacks up to an aggregate 
amount of $3,000 million could be issued, the re- 
serve balances of the nation’s banks could be 
increased $3,000 million by federal reserve pur- 
chases of government securities, which in turn 
might be used as the basis for an issue of $3,000 
million of federal reserve bank notes; and then 
these effects might be multiplied through ad- 
ministrative reductions by the Federal Reserve 
Board m the legal reserve requirements of member 
banks Finally, the country’s money could be 
placed on a bimetallic basis by proviing for the 

* cj supra, pp 51-4 and infra, pp 249-51 
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free coinage of silver at some ratio substantially 
below the current market ratio, which averaged 
73 to I for 193a and 59 to i for 1933. To these far- 
reaching powers should also be added the authori- 
zation contained in the Emergency Banking Act of 
March 9 allowing member banks to borrow from 
the federal reserve system on paper that was 
ordinarily ineligible for such purposes and the fact 
that federal reserve credit was made available for 
a temporary period to non-member banks and trust 
companies. 

Fortunately, those charged with responsibility 
were disposed to use the powers given them by the 
Thomas amendment with caution. One direct 
result of the legislation was an increase of ^583 
million in fedeial reserve holdmgs of United States 
government securities between the middle of May 
1933, and November i. Aside from the subsequent 
devaluation of the dollar, most of the other infla- 
tionary powers have never been utilized. The 
possibility, however, that they might be used 
arbitrarily at any time has been up to the present 
a continual threat to public confidence in our 
currency both in the United States and abroad. 



CHAPTER XII 


Further Drastic Banking and Currency 
Legislation 

'^he Banking Act of 1^33 

O N June i6j 1933, twenty years after the pas- 
sage of the original Federal Reserve Act, Con- 
gress enacted new banking legislation that repre- 
sented the most important changes in the organic 
law up to that time. This new legislation, officially 
called the “Banking Act of 1933,” was popularly 
known as the "Glass-Steagall Act.”'- Its declared 
objects were “to provide for the safer and more 
effective use of the assets of banks, to regulate 
interbank control, to prevent the undue diversion 
of funds into speculative operations, and for other 
purposes.” 

The impelling foice behind its enactment at this 
particular time was the great popular demand for a 
reformation of the banking system of a character 
that would prevent a repetition of the speculative 
excesses in securities, real estate, and commodities 
that characterized the boom of 1927-29 The Glass 
bankmg bill, which was the original measure look- 
ing to banking reform, had been introduced in the 
Senate on January 21, 1932 It represented the re- 

* For the text of the Act, see the Annual Report of the Federal Resene 
Board for 1933, pp 172-95 
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suit of an intensive study carried on for more than a 
year by a subcommittee of the Senate Committee 
on Banking and Currency under the chairmanship 
of Senator Carter Glass The first Glass bill was 
subsequently withdrawn and introduced again in a 
revised form on April i8, 1932. It received the ap- 
proval of the Senate on January 25, 1933, but did 
not come to a vote m the House In early March 
the 72nd Congress adjourned and the country 
found Itself face to face with a major banking panic. 

The new President called a special session of 
the new Congress for March 9 to deal with the 
emergency, and the Glass bill was introduced once 
more on March 1 1 . It was immediately sideti acked, 
however, for emergency legislation to meet the 
nationwide bank crisis Not to be deterred. Sen- 
ator Glass introduced another revised draft of the 
bill on May 10, in which provision was made for 
the establishment of a Federal Deposit Insurance 
Corporation. All proposals for the guaranty of 
bank deposits had previously been opposed as un- 
sound by Senator Glass, and his acceptance of the 
scheme at this juncture undoubtedly represented a 
compromise with political necessity. The Act was 
approved by the President on June 16.^ Since the 

^ The Senate passed the Glass bill on May 25 The House had mean- 
while enacted a banking bill proposed by Representative Steagall in 
which the guaranty of bank deposits was a prominent feature Differences 
between the two bills were in time ironed out in conference and the final 
draft of the legislation was passed by Congress on June 13 
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Banking Act of 1933 effected a number of major 
changes in the federal reserve system, it will be 
desirable to review briefly its chief provisions 
These include the following: 

I. Restnchons upon the use of federal reserve credit 
for speculative purposes The Federal Reserve Board 
and the reserve banks were given definite control 
over the purposes to which federal reserve credit 
IS devoted in an effort to prevent its excessive use in 
security, commodity, and real estate speculation. 
This meant that the reserve system was to attempt 
to control the quality of credit outstanding as well 
as the quantity Previously, any member bank 
presenting eligible paper was always permitted to 
have It rediscounted by the reserve bank in its 
district, regardless of the boi rower’s general credit 
policy or the use that was to be made of the pro- 
ceeds of the specific loan Hereafter, the redis- 
counting of eligible paper was made a privilege that 
could be readily withdrawn from a member bank. 
Each federal reserve bank was instructed to keep 
Itself informed concerning the loans and invest- 
ments of the member banks in its district — 

“with a view to ascertaining whether undue use 
is being made of bank credit for the speculative 
carrying of or trading in securities, real estate, 
or commodities, or for any other purpose in- 
consistent with the maintenance of sound 
credit conditions . .” 
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The Federal Resei ve Board is to be informed when- 
ever a member bank is devoting an “undue” 
amount of credit to such speculative uses and the 
Board may, in its disci etion, deny tlie offending 
member bank access to the credit facilities of the 
federal reserve system. While giving the reserve 
authorities far greater powers of credit control 
than those previously held, these provisions are 
likely to have the effect of placing responsibility 
for any future speculative booms and collapses that 
may occur directly upon the federal reserve system. 

a. Hhe separation of investment and commercial 
banking. The law required the complete separation 
of the distinctive functions of mvestment and com- 
mercial banking by June 16, 1934, one year after 
the date of its enactment Member banks were com- 
pelled to sever connection with their security 
affiliates. No member bank was allowed to under- 
write or sell investment securities. No bank en- 
gaged in the issue, underwriting, or sale of securities 
was allowed to receive deposits subject to check 
or to repayment upon presentation of a passbook 
or certificate. Beginning January i, 1934, inter- 
locking directorates between member banks and 
securities organizations were unlawful, except 
where special permission was obtained from the 
Federal Reserve Board. Through these measures 
It was hoped to correct many of the abuses that 
had developed m the commercial banking system, 
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notably the betrayal by some banks of their fidu- 
ciary obligations to their depositors and the im- 
mobilization of demand deposits in long-term 
capital loans which often proved unsound. 

3. 'The insurance of bank deposits. The unprec- 
edented number of bank failures between 1921 
and I933 j culminating m the bank holiday of early 
March, led to a strong popular demand for some 
kind of msurance of bank deposits. This was re- 
flected m the Banking Act of 1933, which provided 
for both a temporary and a permanent insurance 
plan. The temporary plan was to cover individual 
deposits up to $2,500 in amount and was to remain 
in effect from January i, 1934 to July i, 1934, when 
It was to be supplanted by the permanent plan.’- 

4 Payment of interest on deposits. Member banks 
were prohibited from paymg mterest on demand de- 
posits and the Federal Reserve Board was em- 
powered to regulate the interest that might be paid 
by member banks on time deposits. The object of 
these provisions was to prevent a recurrence of the 
destructive competition in interest payments that 
had existed among many banks seeking to attract 
deposits High rates of interest allowed to their 
customers had all too frequently led banks into 
dangerous ventures m the hope of large returns. 

1 For a more detailed discussion of this and subsequent plans of deposit 
insurance, cf infra pp 228-35 
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The savings accruing to the banks from this dis- 
continuance of interest payments on demand de- 
posits were expected to be applied to the writing off 
of doubtful assets and the restoration of impaired 
capital. It was also a consideration that funds 
would become available in this way to meet the 
assessments levied by the Federal Deposit In- 
surance Corporation Figures prepared by the 
ComptioUer of the Currency indicated that in- 
terest paid on demand deposits from 1928 to 1933 
by member banks averaged $165 million per an- 
num. This, however, should not be accepted as an 
accurate estimate of the savings accruing to the 
banks as the result of the prohibition of such pay- 
ments in the future, for interest rates had been 
falling during the period and have descended even 
further since that time. Moreover, the discon- 
tinuance of interest payments on demand deposits 
would doubtless lead to the transfer of substantial 
sums from demand to interest-paying time deposit 
accounts. 

5. Provisions for branch banking and changed 
capital requirements To reduce the high rate of 
mortality that prevailed among small unit banks 
during the preceding years, national banks were 
authorized, with the approval of the Comptroller 
of the Currency, and under certain capital require- 
ments, to engage in branch banking in the various 
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States on the same terms enjoyed by local state 
banks 

The capital requirements for newly-established 
national banks, regardless of whether or not they 
were to engage in branch banking, were increased ^ 

6 Admission oj mutual savings banks and Morris 
Plan banks to the jederal reserve system Mutual 
savings banks were granted the privilege of joining 
the federal reserve system on the same terms as 
those enjoyed by state banks and trust companies, 
except that they were to subscribe to the capital 
stock of the reserve bank m their district in an 
amount equal to six-tenths of i per cent of their 
total deposit liabilities.^ The reserve required 
of mutual savings banks is 5 per cent of 
deposits. 

Morns Plan banks and “other incorporated 
banking institutions engaged in similar business” 
were also allowed to become members of the federal 
reseive system 

^ In towns of less than 6,000 population, the new minimum capital 
requirement is $^ 0 , 000 , whereas it was formerly possible for a national 
bank to be organized, with the approval of the Secretary of the Treasury, 
with a capital of ^25,000 in towns having a population of not more than 
3,000 In cities with a population between 6,000 and 50,000 the minimum 
IS now ?loo,ooo, and m all cities with population in excess of 50,000, the 
minimum capital required is J2oo,ooo 

“ If prohibited by law from purchasing such stock, a savings bank was 
permitted for a hmited penod to deposit with the federal reserve bank 
an amount equal to the sum it would otherwise be required to pay in on 
account of subscription to capital stock 



200 


THE A B C OF THE 


Under this authority up to the present time only 
one savings bank and one Morris Plan bank have 
been admitted to membership ^ 

7. Discontinuance of franchise tax payments. Net 
earnings of the federal reserve banks, after pay- 
ment of dividends, are no longer to accrue to the 
government as a franchise tax, but are to be added 
to surplus. This is to compensate the reserve banks 
for the contribution of one-half of their surplus as 
of January i, 1933, that they were required to sub- 
scribe to the Federal Deposit Insurance Corpora- 
tion ^ The reserve system began to pay the fran- 
chise tax in 1917 From that time until 1933 the 
total paid to the government was 1149,138,300. 
The bulk of this amount, or about $110 million, 
accrued in 1920 and 1921, when the volume of 
federal reserve earning assets was at a high level 
and high interest and discount rates prevailed. 
After that time the amount of annual franchise tax 
payments was not large. 

8. Open-market operations and the Federal Open 
Market Committee The federal reserve banks were 
prohibited from engagmg in open-market operations 
except in accordance with regulations adopted by 
the Federal Reserve Board To coordinate such 

' The two institutions are Personal Loan and Savings Bank, Chicago, 
Ilhnois, admitted in 1933 and The Moms Plan Bank of Toledo, Ohio, 
admitted in 1937 

*To date only one-half of this subscription has been called by the 
Corporation 
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operations for the system as a whole, a Federal 
Open Market Committee was established, which 
was to be composed of one representative from 
each of the twelve federal reserve banks. Meetings 
of the Committee might be attended by members 
of the Federal Reserve Board. Legal standing was 
thus given to one of the most important policy- 
determining groups in the federal reserve system. 

The evolution of the Federal Open Market Com- 
mittee is an interesting example of the develop- 
ment of the system itself within recent years, as 
well as of the increasing importance of open-market 
operations as an instrument of credit policy Prior 
to 1922, each federal reserve bank bought and sold 
government securities and bankers’ acceptances 
as Its own position and purposes dictated. There 
was no semblance of a coordinated open-market 
policy for all twelve banks The result was that the 
reserve banks often found themselves bidding 
against each other 

In 1922, therefore, the governors of the federal 
reserve banks appointed a special committee con- 
sisting of the governors of the Boston, New York, 
Philadelphia, and Chicago banks to execute pur- 
chases and sales of securities at the request of the 
various reserve banks ^ The purpose of this com- 
mittee was not to decide upon an open-market 

1 The governor of the Federal Reserve Bank of Cleveland was sub- 
sequently made a member of this committee 
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policy for the system as a whole, but only to coor- 
dinate the execution of orders m the open market. 

The first venture into the field of open-market 
policy was taken in October Jgii, when this same 
committee, by agreement among the governors of 
the reserve banks, was requested to make recom- 
mendations from tune to time to the individual 
reserve banks with reference to then purchases and 
sales of government securities. Some months later, 
m the spring of 1923, the Federal Reserve Board 
took official cognizance of the growing importance 
of open-market operations by appointing an open- 
market mvestment committee consisting of the 
same members who had been appointed originally 
by the reserve bank governors themselves 
The following considerations were advanced by 
the Board as of prunary importance in the for- 
mulation of open-market policy 

“That the time, manner, character, and 
volume of open-market investments purchased 
by federal reserve banks be governed with 
primary regard to the accommodation of 
commerce and business, and to the effect of 
such purchases or sales on the general credit 
situation. 

“That in making the selection of open-mar- 
ket purchases, careful regard be always given to 
the bearing of purchases of United States gov- 
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ernment securities, especially the short-dated 
issues, upon the market for such securities, and 
that open-market purchases be primarily com- 
mercial investments, except that Treasury 
certificates be dealt m, as at present, under so- 
called ‘repurchase’ agreement.”^ 

In the autumn of 1923, an open-market invest- 
ment account was established for the system at 
large, with the approval of the Federal Reserve 
Board and the boards of directors of the twelve 
reserve banks. This step was taken to coordinate 
the open-market operations of the reseive banks 
and to give contmuity to their policy Thereafter, 
government securities were bought or sold by the 
open-market investment committee for this ac- 
count and not for individual reserve banks. The 
securities held in the account were pro-rated among 
the twelve federal reserve banks on the basis of 
their size and general portfolio position. 

After it had been in operation for several years, 
this general method of handling open-market opera- 
tions came to be the subject of severe criticism in 
1929 and 1930 It was charged that an extra-legal 
body not provided for by the Federal Reserve Act 
had usurped the most important powers of credit 
control possessed by the system. The criticism was 

* Stabilization Hearings before the Committee on Banking and Cur- 
rency, House of Representatives, 6gth Congress, ist Session, p 311. 
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also advanced that the open-market investment 
committee, composed as it was of the governors of 
the eastern and mid-western resei ve banks, was not 
truly representative. These charges reflected general 
dissatisfaction with the credit policy of the federal 
reserve system and its failure to put an end to the 
speculative boom before it got out of hand in 1928 
In 1930, therefore, the open-market investment 
committee was succeeded by the open-market 
policy conference composed of all twelve governors 
of the reserve banks This conference was given 
legal standing by the Banking Act of 1933. The 
name was changed to the Federal Open Market 
Committee, and the law provided that the board 
of directors of each federal reserve bank should 
annually select one representative to serve on 
the Committee. In practice, this representative 
was almost invariably the governor of the reserve 
bank. The Banking Act of 1933 also amended the 
Federal Reserve Act by incorporating the pro- 
vision that all open-market operations were to be 
carried on “with a view to accommodatmg com- 
merce and business and with regard to their bearing 
upon the general credit situation of the country ” 
Thus, legal authority was given to the general 
pohcy in respect of open-market operations first 
set forth by the Federal Reserve Board in 1923 
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’The Gold Purchase Plan}- 
When the first efforts to raise prices through the 
threats of inflation contained in the Thomas amend- 
ment proved only partially successful, it was deter- 
mined to embark on a gold-buying program ex- 
pected to depreciate the exchange value of the 
dollar and stimulate a domestic price increase. The 
first step in this direction was taken with the is- 
suance of an executive order on August 29, 1933, 
authorizing the Secretary of the Treasury to receive 
domestically-mined gold on consignment for sale 
abroad at the best price available in the world 
market. The result of this order was to give 
domestic gold producers the benefit of the de- 
preciated exchange value of the dollar that de- 
veloped after our departure from the gold standard. 
Domestic commodity prices in the United States 
were affected hardly at all 
The second step in the pursuance of the gold- 
buying pohcy was explained by the President in 
the course of a radio address on October 22. On 
this occasion he said: 

“Our dollar is now altogether too gready in- 
fluenced by the accid^ts of international 
trade, by the internal policies of other nations, 

^ The author's judgment concerning this plan is given in some detail 
in Kemmerer on Money, and edition. Chap iii 
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and by political disturbances in other conti- 
nents. Therefore the United States must take 
firmly in its own hands the control of the gold 
value of our dollar. This is necessary in order to 
prevent dollar disturbances from swinging us 
away from our ultimate goal, namely, the 
continued recovery of our commodity prices. 

“As a further effective means to this end, I 
am going to establish a government market 
for gold in the United States. Therefore, under 
the clearly defined authority of existing law, I 
am authorizing the Reconstruction Finance 
Corporation to buy gold newly mined in the 
United States at prices to be determined from 
time to time after consultation with the Sec- 
retary of the Treasury and the President. 
Whenever necessary to the end m view, we 
shall also buy or sell gold in the world mar- 
ket.”^ 

This program was put into effect almost im- 
mediately, for the Reconstruction Finance Cor- 
poration on October 25 began to purchase domestic 
gold at the rate of $31-36 a fine ounce, as compared 
with the former mint price of $20 67. The gold pur- 
chases were not to be confined to the United States, 
however, and on November i the Federal Reserve 

^ New Tork 'ftms, October 23, 1933 
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Bank of New York was named to act as the agent 
of the Reconstruction Finance Coiporation in buy- 
ing gold m foreign markets. Beginning January 16, 
1934, the Federal Reserve Bank of New York 
superseded the Reconstruction Finance Corpora- 
tion as the agent of the government m the purchase 
of gold. These arrangements continued in force 
until January 31, 1934, when the new regulations 
provided for in the Gold Reserve Act of 1934, ap- 
proved on the preceding day, were issued 
During tlie first fifteen days of gold purchases 
here and abroad, the price offered for gold was 
raised almost daily by the Reconstruction Finance 
Corporation Thereafter, price increases became 
less frequent. By January 16, 1934, the price per 
ounce had reached $34 45, where it remained until 
the President’s proclamation of January 31 fixing 
the fine gold content of the dollar for the time being 
at 13.714 grains of gold, which was the equivalent 
of a price of ^35 per ounce.^ 

While the gold purchase plan was 111 operation 
the level of wholesale commodity prices showed 
very litde change The index numbers of the 
Bureau of Labor Statistics for the four months 

480 

^ An ounce is 480 grains and = 35 
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ending January 1934, were- October 71,2, No- 
vember 71.1, December 70 8 and January 72.2. 

It would take us too far afield to consider in de- 
tail why the government adopted the gold-pur- 
chase program and the reasons for its failure. Let 
It suffice to say that the Administration appears to 
have believed that a direct and proximate relation- 
ship existed between the price of gold and the 
wholesale price level. It therefore apparently ex- 
pected that by raising the price of an ounce of 
goldj it would be able to bring about promptly a 
substantial rise in the level of wholesale commodity 
prices. What those advocating this policy did not 
explam was just how the higher price of gold would 
quickly and substantially increase the country’s 
supply of money and bank deposits and thereby 
result in the desired prompt rise in commodity 
prices. 

Rising Dollar Exchange Rates 

While the gold-purchase program had little or no 
effect, at least for some time, in raising the domestic 
price level, the gold embargo of April 20 and the 
Admimstration’s other monetary measures of this 
twelve-months period did bring about a substantial 
rise in the exchange rate of the dollar against gold- 
standard currencies such as the French franc and 
the Netherlands florm. The extent of this rise is 
indicated in the following table: 
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Cost of One Gold Franc and One Gold Florin m 


U,S Currency^ 


1933 

Franc 

Florin 

February 


40.27^1 

March 

3-94 

40.36 

April 

4 10 

41.95 

May 

4-59 

46 95 

June 

4.80 

49 01 

July 

546 

56.18 

August 

5 37 

55-38 

September 

5-77 

59.88 

October 

5.82 

59.96 

November 

6 27 

64.56 

December 

6.12 

62 85 

1934 



January 

6.21 

63.62 

February 

6.46 

66 04 


In so far as this movement in exchange rates was 
not compensated for by a rise in the domestic price 
level in the United States (assuming a situation of 
equilibrium when the movement began), it meant 
that the doUar was undervalued m terms of foreign 
currencies. There was obviously a substantial un- 
dervaluation, which became even more marked 
after quasi-stabilization was effected under the 

Data are from the Federal Reserve Bulletm, March 1934, p 177, and 
represent the monthly averages of the daily quotations based on the noon 
buying rates for cable transfers in New York 
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terms of the Gold Reserve Act of 1934. This was 
one of the most unsettling factors in international 
finance during the next few years In large measure, 
it was responsible for the huge inflow of gold, which 
was an important factor in the increase of reseive 
balances and in turn augmented the difficulties of 
credit control by the federal reserve system.^ 

l^he Gold Reserve Act of 1^34 

In order to put an end to the general uncertainty 
surrounding the government’s monetary policy as 
well as to meet a widespread demand for stabiliza- 
tion of the dollar, the Gold Reserve Act of 1934 was 
hurriedly passed by Congress and was approved by 
the President on January 30, 1934. The importance 
of this Act, which ranks with the Resumption Act 
of 1875 and the Gold Standard Act of 1900, gives 
It a primary place in the monetary history of the 
country. Its principal provisions include the follow- 
ing; 

I. Legal title to all gold held by the federal re- 
serve system was transferred to the United States 
government and, in payment for the gold, the re- 
serve system was to receive dollar credits in the 
Treasury. The credits were payable in a new kind 
of gold certificates issued in such form and such 
denominations as the Secretary of the Treasury 

^ For a more detailed discussion of gold imports, excess reserve balances, 
and problems of credit control, cf tnfra pp ^149-61 
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might determine ^ They do not circulate as money 
and are redeemable in gold only at the option of 
the governmentj at rates determined by the govern- 
ment within specified limits, and to the extent con- 
sidered necessary by the Secretary of the Treasury 
for maintaining the “equal purchasing power of 
every kind of currency of the United States ” 

2. Federal reserve notes, which had formerly 
been redeemable in gold on demand, were made 
redeemable only in lawful money. Furthermore, no 
currency of the United States was to be redeemed 
in gold, except to the extent permitted in regula- 
tions issued by the Secretaiy of the Treasury with 
the approval of the President 

3. No gold was thereafter to be coined, and no 
gold already coined was to be paid out or delivered 
by the United States government. All United 
States gold coin was to be withdrawn from circula- 
tion and converted into bars. 

4 Since gold was no longer to be available for 
domestic payments, and the old gold certificates 
were withdrawn from circulation, the legal reserve 
requirements imposed by law on the federal reserve 
banks were accordingly altered. The 35 per cent re- 

* The “gold certificates” with which the government was to pay the 
federal reserve banks for their gold, although carrying the same name as 
the old “yellowbacks," were of a very different character, and to call them 
“gold certificates” was misleading Since 1863 the original gold certificates 
had been virtual warehouse receipts for gold and until March 1933, were 
payable in gold on demand 
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serve in gold or lawful money formerly required to 
be held against deposits of the reserve banks was 
changed to a reserve of corresponding amount in 
the new gold certificates or lawful money. Also, the 
40 per cent reserve against outstandmg federal 
reserve notes, which formerly was maintained in 
gold, was hereafter to be held m the form of the new 
gold certificates.^ 

The reserve for United States notes and for 
Treasury notes of 1890 and the security for the new 
gold certificates were to be maintained by the 
Treasury in gold bullion equal to the dollar 
amounts required by law. 

5. The Secretary of the Treasury, with the ap- 
proval of the President, was required to prescribe 
conditions under which gold might be acquired, 
held, and transported (a) for industrial, professional, 
and artistic use; (b) by the fedei’al reserve banks 
for the purpose of settling international balances; 
and (c) for such other purposes as in the Secretary’s 
judgment are not inconsistent with tlie purposes of 
the Act. 

6. The power given to the President by the Act 
of May 12, 1933, to reduce the gold content of the 
dollar by as much as 50 per cent was limited by the 

I The gold redemption fund of 5 per cent maintained in the United 
States Treasury against federal reserve notes was also changed to a new 
gold-certificate redemption fund As formerly, the balances in the fund 
could be counted as part of the 40 per cent gold-certificate reserve against 
federal reserve notes 
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provision that in no event should the gold content 
of the dollar be more than 60 per cent of its pre- 
vious statutory weight. This meant that the Presi- 
dent could fix the weight of the dollar at a point 
anywhere between 50 and 60 per cent of its former 
weight, which was 23.2,2 grams of fine gold. He 
also was given authority to alter the gold content 
of the dollar within these limits, even after pro- 
visional stabilization had been eflfected. The period 
during which the President might devaluate the 
gold dollar and fix the weight of the silver dollar at 
some definite ratio to the new gold dollar was to 
end January 30, 1936. It has since been extended 
to June 30, 1939. 

7. The increase m the dollar value of all gold 
held by the United States that would result from 
a reduction in the weight of the gold dollar was to 
be covered into the Treasury as a miscellaneous 
receipt. If the dollar should be subsequently in- 
creased in weight, there would be a corresponding 
loss in terms of dollars on all gold holdings of the 
government and an appropriation was accordingly 
made out of the general fimd of the Treasury to 
cover such loss, if it should occur. 

8. Out of the gold increment or “profit” resulting 
from the devaluation of the dollar, a stabilization 
fund of $2,000 milhon — subsequently reduced to 
$1,800 milhon — was created to be administered 
under the exclusive control of the Secretary of the 
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Treasury, with the approval of the President.^ 
This fund was to be used to stabilize the exchange 
value of the dollar, and in administering the fund 
the Secretary of the Treasury was authorized to 
deal in gold and foreign exchange, as well as in such 
other credit instruments as he might deem neces- 
sary to the purpose m view. Such parts of the fund 
as were not needed to stabilize the exchange value 
of the dollar could be invested in the direct obliga- 
tions of the United States government The sta- 
bilization fund was to remain m operation for two 
years after enactment of the legislation, i e , until 
January 30, 1936. The life of the fund has since 
been extended to June 30, 1939, unless the Presi- 
dent shall sooner declare the existing emergency 
ended and the operation of the fund terminated. 

9. The Secretary of the Treasury, with the ap- 
proval of the President, was authoiized to purchase 
gold in any amounts, at home or abroad, at such 
rates and upon such terms as he might deem most 
advantageous to the pubhc interest. He was 
similarly authorized to sell gold, with the single 
restriction that gold maintained as a reserve or as 
security for currency issued by the United States 
could be sold only to the extent necessary to main- 
tain such currency at a parity with the gold dollar 

The President was given authority to reduce the 
silver content of the standard silver dollar by the 
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same percentage that he should reduce the weight 
of the gold dollar. This provision of law would 
permit a reduction m the fine silver content of the 
standard silver dollar from 371.^25 to a minimum 
of 185 62, grains The President was further em- 
powered to issue silver certificates against any 
silver bullion or standard silver dollars in the 
Treasury not then held for redemption of outstand- 
ing silver certificates, and also to com silver dollars 
or subsidiary currency for the redemption of such 
new issues of silver certificates.^ 

Acting under the powers given him in the Gold 
Reserve Act and in the Thomas amendment, the 
President issued a proclamation on January 31, 
1934, devaluating the dollar by 40 94 per cent and 
fixing Its gold content at 15 24 grains, nine-tenths 
fine, which is the equivalent of 13 71 grams of pure 
gold. Notice was also given that the President re- 
served the right to alter or modify the amount of 
the devaluation “as the interest of the United 
States may seem to require ” The Treasury issued 
regulations to carry into effect the purposes of the 
Gold Reserve Act, providing among other things 
that the government would buy all gold offered to 
It, except that held in violation of law, at $35 per 
ounce, less certain minor mint and handling 

1 For a discussion of the Silver Purchase Act of June 19, 1934, see 
infra, pp 218-23 On the subject of recent Amcncan silver legislation and 
policies, see Kemmerer, Edwin W , Kemmerer on Money, 2nd edition. 
Chaps VII and viii, and Westerfield, Ray B , Our Stiver Debacle 
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charges. Similarly, gold was to be sold for use m 
industry, the professions, or the arts at ^35 per 
ounce plus one-quarter of one per cent 
Under these regulations, the gold certificates 
that would be held by the federal reserve banks 
were to be redeemable in gold bullion to such an 
extent as the Secretary of the Treasury should 
consider necessary “to settle international balances 
or to maintain the equal purchasing power of every 
kind of currency of the United States.” Such gold 
bullion could be held, earmarked for foreign ac- 
count, or exported. 

De Facto Gold Standard With Some Salifications 
What IS our present monetary standard'* The 
standard created by this new legislation is difficult 
to define. Legally, it is probably best classed as a 
restricted commodity standard, for the monetary 
unit fixed by law may have a range in gold value 
anywhere from 50 to 60 per cent of the value of our 
former gold dollar; and the law apparently con- 
templates the possibility of administratively vary- 
ing the gold value of the dollar within this range 
according to the ups and downs of die commodity 
price level. Since the law was enacted, however, there 
has been no change in the gold content of the dollar 
and the law has been administered in such a way 
as to create what is close to being a de facto gold 
standard. So long as the government or its agencies 
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buy and sell gold on demand at approximately a 
fixed gold price — ^now $25 3 -*^ ounce — and permit 
gold to be freely exported and imported in un- 
limited quantities at practically this price, and 
permit the supply of Ae currency to respond to 
these gold movements, the gold value of the paper 
dollar will be maintained very close to the value of 
a fixed quantity of gold in a free market and this is 
the “constituting quality” of the gold standard. 

To the extent, however, that the government 
interferes with the free exportation and importa- 
tion of gold or prevents the gold coming in from 
increasing the country’s monetary supply by the 
amount of gold imported or the gold going out from 
decreasing the monetary supply by the amount of 
gold exported, or to the extent that the govern- 
ment exercises its legal authority to vary the gold 
content of the dollar, the gold value of the dollar 
will tend to depart from the value of a fixed quan- 
tity of gold in a free market and to that extent we 
will depart from the gold standard. 

Since the enactment of the stabilization law, 
our principal departure from the fundamentals of 
the gold standard consists of the United States 
Treasury policy adopted December 2,1, 1936, later 
modified and then on April 14, 1938, discontinued, 
of sterilizing newly received gold by paying for it 
with government debt and thereby preventing it 
from serving as a monetary base in expanding the 
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currency.! When such sterilized gold is exported, it 
obviously does not contract our monetary base by 
the amount exported. 

T^he Silver Purchase Act of 1934 

In any comprehensive discussion of the federal 
reserve system, even though it be elementary like 
the present one, it is impossible to ignore the Silver 
Purchase Act which received the approval of the 
President on June 19, 1934. This legislation fol- 
lowed the silver legislation contained in the 
Thomas amendment of 1933, the World Economic 
Conference silver agreement of July,® and the 
silver-buying program announced by the President 
on December 21 The Act declared it to be the 
policy of the United States to increase the propor- 
tion of silver to gold in its monetary stocks in order 
to achieve the ultimate objective of holding one 
dollar in silver for every three dollars of gold Ac- 
cordingly, the Secretary of the Treasury was au- 
thorized and directed to purchase silver, at home 
or abroad, at such rates and upon such terms as he 
considered reasonable and most advantageous to 
the public interest. The only limitations on this 
sweeping grant of authority were, first, that not 
more than the nominal monetary value of silver 

1 cf infra, pp 256-61 

“ See Kemmerer on Money, 2nd edition. Chap vm, “The Silver Pur- 
chase Plan,” and Handy and Harman Annual Remew of the Silver 
Market, fasstm 
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(approximately $1 293 per fine ounce^) could be 
paid for such purchases and, second, that no silver 
situated in the continental United States on May 
I, 1934, could be purchased at a price in excess of 
50 cents a fine ounce. In the event that the market 
price rose above the nominal monetary value of 
silver, and whenever the monetary value of the 
Treasury’s stocks of silver exceeded 25 per cent of 
the value of its combined stocks of gold and silver, 
the Secretary of the Treasury was to seU any of the 
silver acquired under the authority of the Silver 
Purchase Act. 

Fm-ther, the Secretary of the Treasury was au- 
thorized and directed to issue silver certificates to 
an amount at least equal in value to the cost of all 
silver purchased m pursuance of the terms of the 
Act Standard silver dollars and silver bullion of a 
monetary value equal to the face amount of the 
outstanding silver certificates were to be held in 
the Treasury as a redemption fund, regardless of 
the fact that any appreciable demand for redemp- 
tion of the certificates in silver would be highly 
improbable unless the market price of the metal 
should exceed 293 per fine ounce. All silver 
certificates issued under the provisions of the Act, 
as well as those already m circulation, were de- 

1 This nominal monetary value of an ounce of silver is derived from the 
fact that the standard silver dollar contains 371 grains, or 773 per 
cent of an ounce, of fine silver so that an ounce will coin into ?l 293 
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dared to be legal tender for public and private 
debts. 

Finally, it was provided that the President could 
nationalize all silver held in the United States if he 
believed such action necessary to carry out the 
pohcy expressed in the Silver Purchase Act. In 
return for the silver thus surrendered to the gov- 
ernment, the holders thereof were to be paid its 
“fair value” as determined by the market price 
over a reasonable period of time. 

The President promptly complied with the terms 
of this legislation and on August 9 issued an order 
requiring that practically all silver bullion situated 
in the United States on that date be delivered to 
the mints within 90 days. Payment at the rate of 
50.01 cents an ounce was made to all those sur- 
rendering their silver. 

On August 10, 1934, a total of $80 million in 
silver certificates was issued against ^46,900,000 
(cost value) of unused silver which had been in the 
possession of the Treasury prior to the enactment 
of the Silver Purchase Act. Subsequently, the 
Treasury announced that under the terms of exist- 
ing law it was compelled to value at $1,293 an 
ounce all silver serving as the reserve basis for the 
issuance of silver certificates, but that for the 
present such certificates would be put into circula- 
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tion only m an amount equal to the cost price of 
the silver bullion purchased.^ 

On June 30^ 1934, shortly after the passage of the 
Silver Purchase Act, total Treasury holdings of 
gold amounted to approximately ^7,856 million 
as compaied with $838 million of silver. It was 
estimated, therefore, that the purchase of approx- 
imately 1,380,000,000 ounces of silver would be 
necessary to meet the terms of the Act. The govern- 
ment’s silver stock at the end of 1937 was approxi- 
mately 2,176,900,000 ounces, the great bulk of 
which was purchased during the preceding four 
years. This stock is equivalent to approximately 
the entire world’s production of silver for eight 
years at the 1937 rate and has a coinage value of 
approximately 2,800,000,000 silver dollars. “Based 
on year-end gold stocks of ^ 12,760,000,000, ad- 
ditional acquisitions of silver to the extent of about 

1.113.000. 000 ounces are still needed to fulfil the 
requirements of the Silver Purchase Act In spite 
of our enormous silver purchases, therefore, and 
largely by reason of our rapidly accumulating and 
to a substantial extent excessive gold reserves, the 
one-to-three ratio of silver to gold prescribed by 
the Silver Purchase Act as a goal of American 
monetary policy had been approached by less than 

200.000. 000 ounces in three and a half years. 

* Annual Report of the Secretary of the 'treasury for igys, p 262 

* Handy and Harman, 22nd Annual Review of the Stiver Market, p 19 
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For our purposes it is not necessai y to go into the 
economics of the Silver Purchase Act, but merely 
to indicate its bearing on the federal reserve system 

As we have seen, the Secretary of the Treasury 
is to issue silver certificates against the silver ac- 
quired under the terms of the Act. Between June 
30, 1934, and June 30, 1938, the total of silver cer- 
tificates in circulation was in this way increased 
from ^401 million to $ 1,130 million. These silver 
certificates added to our circulation have taken the 
place of what would otherwise have been an ap- 
proximately equivalent amount of additional fed- 
eral reserve notes in circulation. 

This substitution (for federal reserve notes) of 
silver certificates whose volume in circulation is 
controlled by the United States Treasury, has 
greatly impaired the power of the federal reserve 
authorities to regulate the nation’s monetary 
supply. How can the federal reserve authorities be 
held responsible for providing the country with a 
sound and elastic currency, responsive to the 
changing demands of business, if the Treasury of 
the United States takes upon itself the direct 
control of such a large volume of our currency? 
This silver purchase program represents a distinct 
step backward from the goal that we set ourselves 
when the Federal Reserve Act was passed in 1913. 
Whereas it was the general purpose at that time to 
make the federal reserve system the sole authority 
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having the right of note issue, we have now given 
large additional note-issuing powers to the Treas- 
uryd The result is divided responsibility and an 
impairment of federal reserve control over the 
currency. 

Control oj Credit Used for Speculative Purposes 
As previously noted,* the federal reserve author- 
ities were given extensive powers by the Banking 
Act of 1933 to control the use of member bank 
credit and to prevent an excessive amount of credit 
from going into speculative channels. The control 
thus given took several forms. First, the oppor- 
tunity of a member bank to rediscount paper at the 
federal reserve banks was transformed from what 
was widely believed to be a right into a privilege 
which could be withdrawn from an offending 
member bank by the Federal Reserve Boardd 
Secondly, upon the affirmative vote of not less than 
SIX of Its members, the Board was empowered to 
fix the percentage of individual bank capital and 
surplus which might be represented by loans se- 
cured by stock or bond collateral The percentage 
so fixed may vary as between different federal 

1 Under the terms of the Thomas amendment of May 12, 1933, the 
Secretary of the Treasury is also authorized to increase the volume of 
greenbacks outstanding up to a maximum of $3,000 million On June 30, 
1938, the amount outside the Treasury and federal reserve banks was 
$262 million 
’ Supra, pp 195-6 
’ Federal Reserve Act, section 4 
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reserve districts and is subject to change from time 
to time on lo days’ notice. Thirdly, the Board has 
the authority to order any member bank to refrain 
for a period up to one year from increasing its loans 
collateralled by securities, under a penalty of a 
withdrawal of its rediscount privilege.^ Finally, 
immediate repayment of a member bank’s borrow- 
mgs from its federal reserve bank can be demanded 
if the member bank, in defiance of an official warn- 
ing, increases its outstanding loans secured by 
stock or bond collateral, or its loans to those 
engaged in the securities business for the purpose 
of purchasing and carrying stocks and bonds. 
Such a member bank also becomes ineligible to 
borrow again from the reserve bank m its district 
for whatever period the Board may determine.® 

A considerable extension of these powers to con- 
trol the use of credit, as well as its amount, was 
entrusted to the Board by the Securities Exchange 
Act of June 6, 1934, which brought the stock ex- 
changes of the country under federal regulation. 
Among other things, this legislation provided that 
the Federal Reserve Board, in order to prevent the 
excessive use of credit for the purchase or carrying 
of securities, shall regulate the amount of credit 
that may be extended and maintamed on any se- 
curity (other than an exempted security) registered 

^ Federal Reserve Act, section lim. 

’ Federal Reserve Act, section 13. 
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on a national securities exchange. As part of the 
technique of giving the Federal Reserve Board 
control of all credit extended on listed stocks and 
bonds, the Act provided that brokers and dealers 
subject to Its terms may borrow on registered 
securities (other than exempted securities) only 
from members of the federal reserve system, or 
from non-member banks which have filed an agree- 
ment with the Federal Reserve Board to comply 
with all provisions of law relating to the use of 
credit to finance transactions in securities. 

Acting under the authority thus given it, the 
Board has issued regulations from time to time 
limiting the amount of credit that can be advanced 
on registered securities by brokers and dealers who 
transact a business m securities, and also the loans 
by banks for the purpose of purchasing or carrying 
stocks registered on a national securities exchange.^ 

Retirement of All National Bank Notes 

An important step in the direction of a simplified 
currency system was taken when the Treasury re- 
deemed the outstanding 2 per cent Consols of 1930 

* Regulation T, which applies to members of a national secunties ex- 
change, brokers, and dealers, was issued on September 17, 1934, and be- 
came effective October i, 1934 Regulation U, applying to banks, was 
issued March 25, 1936, and went into effect May i, 1936. These two 
Series of Regulations as amended are given in Digest 0} Rulings of the 
Federal Reserve System from igi4 to October i, ipjg, pp 278-98, and sup- 
plementary regulations as they are issued are published in the Federal 
Reserve Bulletin 
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on July I, 1935, and also the a per cent Panama 
Canal loans of 1916-36 and of 1918-38 a month 
later. The funds for the redemption of these bonds 
were taken out of the so-called devaluation profits 
realized by the government from its reduction in 
the weight of the gold dollar ^ These issues of gov- 
ernment bonds were the only ones carrying the 
permanent circulation privilege They were out- 
standing in amounts of about $600 million and ^75 
million, respectively. Altogether ^521,112,330 of 
the three issues were on deposit with the Treasurer 
of the United States to secure the circulation of 
national bank notes issued against them In addi- 
tion, a total of ^136,824,750 of various issues of 
government bonds given the circulation privilege 
for a three-year period by the Federal Home Loan 
Bank Act of July 22, 1932, were similarly deposited 
with the Treasurer, and national bank notes were 
issued against them ^ Since this temporary privilege 
expired on July 22, 1935, all national banks which 
had issued notes against such bonds were required 
to deposit lawful money by that date to retire the 
notes With the redemption of the Consols and of 
the Panama Canal bonds, no United States gov- 
ernment bonds bearing the circulation privilege 
remained outstanding and the national bank notes 

1 Supra, p 215, also Annual Report of Secretary of the freasuty for tgjS, 
P 23 

^ Supra, pp i6i-3 
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Still m circulation were covered dollar for dollar by 
lawful money deposited with the Treasurer of the 
United States for their retirement. The notes are 
being withdrawn from circulation and retired as 
rapidly as they are presented to the Treasury Be- 
tween June 30, i935i and August 31, 1938 the cir- 
culation of national bank notes had been reduced 
from ^704 million to $21 1 million. 

The retirement of the national bank notes, first 
issued m 1 863, is rapidly removing one of thediverse 
elements in our confused currency system ^ Such 
a step was contemplated at the tune of the passage 
of the Federal Reserve Act m 1913, but was post- 
poned. Other kinds of currency that are being 
retired as rapidly as possible include the “old” gold 
certificates, Treasury notes of 1890, and the federal 
reserve bank notes When the removal of these 
various kinds of currency from circulation has been 
completed, the paper money in circulation will con- 
sist entirely of federal reserve notes, silver certifi- 
cates, and United States notes or greenbacks It 
would be sound monetary pohcy to retire from 
circulation also the silver certificates and the green- 
backs, making the notes of our central banking insti- 
tutions the only kind of paper money in curculation, 
as IS the policy of most other advanced countries. 

useful chronological record of the legislation from 1863 to 1935 
affecting national bank notes is given in the Annual Report oj the Comp- 
troller of the Currency for rgsS, PP 834-42 
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Federal Insurance of Bank Feposits 
The Banking Act of 1933, as previously noted,^ 
ovided for the insurance of bank deposits in all 
ieral reserve member banks, as well as in such 
n-member state banks as wished to participate 
the plan and were able to present evidence 
tablishing their solvency The widespread pop- 
ar demand for such insurance or guaranty ar- 
ngement was the natural outgrowth of the long 
nod of heavy bank failures beginnmg in 1921, 
th their resulting large losses to many thousands 
depositors who were not able to protect them- 
Ives. 

According to the provisions of the Banking Act 
1933, a temporary deposit insurance plan was to 
; in effect from January i, 1934, to July i, 1934. 
n the latter date it was to be succeeded by a per- 
anent plan administered by the Federal Deposit 
isurance Corporation, which was created for the 
irpose. Participation in the temporary plan was 
quired of all member banks licensed before 
inuary i, 1934, by the Secretary of the Treasury 
id was open to all non-member banks which 
lould obtain the approval of state authorities as to 
leir solvency Deposits in the participating banks 
ere fully guaranteed up to ^2,500 in amount for 
ich depositor The guaranty fund was to be ac- 

* Supra, p 197 
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cumiolated by assessments on all participating 
banks to the extent of one-half of one per cent of 
their insured deposits. Members of the temporary 
plan were liable to an additional levy of equal 
amount and no more. It was estimated that the 
guaranty of ^2,500 for any one depositor gave full 
protection to about 97 per cent, by number, of the 
deposits m all insured banks. 

The permanent plan of deposit insurance pro- 
vided for the establishment of the Federal Deposit 
Insurance Corporation which would insure the 
deposits of all participating banks and would pur- 
chase, hold, and hquidate the assets of closed 
national banks. Management of the Corporation 
was vested in a board of three directors consisting 
of the Comptroller of the Currency and two others 
to be appointed by the President. The Corporation 
was to have a subscribed capital of between 
?45 o milhon and ?5oo milhon, of which approxi- 
mately one-third would be paid in and the re- 
mamder would be subject to call at any time. The 
capital was to come from the followmg sources: 

1 . A subscription of $j 50 million from the United 
States Treasury. 

2. A subscription of approximately $139 million 
by the federal reserve banks, which were to con- 
tribute one-half of their surplus as of January i, 
1933 - 
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3. Subscriptions by all banks participating in the 
insurance plan to the extent of one-half of one per 
cent of tlieir total deposits. It was expected that 
these subscriptions would total $icyD miUion if all 
banks, including mutual savings banks, joined the 
Corporation. 

All national banks and state member banks were 
requiied to participate in the insurance fund. Non- 
member state banks were allowed to enjoy the 
advantages of participation until July i, 1936 By 
the end of this two-year period, the non-member 
state banks were to qualify for membership in the 
reserve system or withdraw from the deposit 
guaranty fund 

The Federal Deposit Insurance Corporation was 
to guarantee repayment in full of all deposits up to 
1 1 0,000 in amount and a minimum of $10,000 in 
larger deposits. In addition, 75 per cent of the 
amount of a deposit in excess of $10,000, but not 
in excess of $50,000, was guaranteed, as was 50 per 
cent of the balance of any deposit over $50,000 in 
amount. If tlie assets of the Corporation were not 
adequate to meet all demands made upon it in ful- 
filling these guaranties, participating banks could 
be required to pay an unhmited number of addition- 
al assessments of one-fourth of one per cent of 
their total deposits. 

The temporal y insurance plan was put into effect 
as scheduled on January i, 1934. It was widely be- 
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lieved that, under the circumstances, the protec- 
tion the plan offered to bank depositors represented 
a laudable attempt to stabilize the banking situa- 
tion, while the banks did not find the limited assess- 
ment of one-half of one per cent of their insurable 
deposits overly buidensome However, opposi- 
tion to the permanent plan which was to go into 
effect on July 1, was strong. Consequently, the life 
of the temporary plan was extended for an addi- 
tional year by an amendment to the Federal Re- 
serve Act approved June 16, 1934. This legislation 
also increased the amount to be insured for any one 
depositor from $2,500 to $5,000, except in the case 
of mutual savings banks, and provided a separate 
fund for these institutions A year later the future 
of the peimanent deposit insurance plan was still 
uncei tain. 

The Banking Act of 1935 was approved by the 
President on August 23 and became effective im- 
mediately. Title I of this legislation was concerned 
exclusively with deposit insurance^ and introduced 
important changes in the existing law. First, it 
provided that the temporary insurance funds 
should be consolidated at once into a Permanent 
Insurance Fund and that the Federal Deposit In- 
surance Corporation should begin, as of August 23 
the permanent insurance of bank deposits Second 
It provided that the insured banks, instead Oj 

’ The other prorisions of this Act are explained in Chap xiii 
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subscribing to the stock of the Federal Deposit 
Insurance Corporation and of being liable to un- 
limited future levies, should pay an annual assess- 
ment of i/i2 of one per cent of their total deposits. 
Third, the maximum amount of the insured 
deposit of any depositor was reduced to $5,000, 
Fourth, the former provision that all banks par- 
ticipating in the insurance plan must become mem- 
bers of the federal reserve system by July i, 1937 
was greatly relaxed ' Membership m the system 
was now to be required only of the participating 
banks with average deposits of one million dollars 
or more in 1941 or any succeeding calendar year. 
Fifth, the Secretary of the Treasury was authorized 
to purchase any obligations of the Federal Deposit 
Insurance Corporation and for this purpose was 
permitted to use the proceeds of the sale of se- 
curities thereafter issued under the Second Liberty 
Bond Act as amended. 

Pros and Cons of Deposit Insurance 
Federal insurance of bank deposits has received 
widespread support within recent years largely 
as a result of the disastrous record of bank failures 
already discussed. Depositors m failing banks 
have been to a great extent unable to protect 

1 The Banking Act of 1933 set this date as July I, 1936, but a subse- 
quent amendment passed in 1934 extended the time limit for an additional 
year, i.e , until July i, 1937 
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themselves. In many communities there has been 
only one bankj and in many others where more than 
one bank existed, there has been little to choose 
among them, because the stress of competition 
among an excessive number of banks established 
under our dual system of national and state banks 
has often, m our smaller communities, kept all the 
banks weak. Even when there has been a great 
difference m the strength of different banks in a 
community, the average depositor has not been in 
a position to make an intelligent choice among 
them. 

There is the further important consideration 
that in the depression following the stock market 
crash of 192.9, when the prices of goods and se- 
curities declined at a rapid rate, many banks 
which were conservatively managed according to 
the generally accepted standards of the time came 
to disaster through little or no fault of their own. It 
was to remedy these conditions that many persons 
turned to the insurance of bank deposits on a 
nationwide scale under the auspices of the federal 
government. They held that the mere knowledge 
that deposits up to a certain amount would be paid 
in full was likely to serve as a deterrent to the 
panicky conditions that so often induced bank 
failures by compellmg a forced liquidation of assets. 
It was also their contention that a national plan 
of insurance would have the advantages of greater 
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Size and of sectional and business diversification 
and in other respects be free from many of the 
weaknesses that had previously characterized the 
state guaranty plans, and led to their failure 

On the other hand, it may be pointed out that 
there are certain obvious disadvantages in this 
federal insurance program In the first place, 
many banks that weie actually insolvent were al- 
lowed to reopen after the bank holiday of March 
1933, and there was tremendous piessure upon the 
authorities to admit these banks to the temporary 
and permanent insurance funds. About 140 banks 
that were operating on an unrestricted basis were 
not allowed to have their deposits insured on 
January 1, 1934 

In the second place, this insurance^ plan pe- 
nalizes the strong banks by requiring of them the 
same contributions that it requires of the weak 
banks If the deposits of most depositors are 
as safe in one bank as in another, by reason of the 
government guaranty, a continually increasing pro- 
portion of bank customers are likely to keep their 
deposits and do their banking busmess at those 

^ The term “insurance” is really a misnomer, for the law requires that 
the assessments on all participating banks shall be at the same rate The 
essential characteristic of the insurance principle, on the other hand, is 
that the premium charged the insured bears a definite actuarial relation 
to the risk involved The federal plan now in effect should more properly 
be termed the guaranty of deposits than the insurance of deposits cf 
Association of Reserve City Bankers, The Gumanty oj Bank Deposits, 
PP 1,27-8 
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banks that are most “liberal” in their loan policies. 
This means competition among banks in slackness 
in the granting of loans. The bank with the loose 
credit policy gets the business and the bank with 
the carefulj cautious credit policy loses it The 
slack banker and his depositors profit at the ex- 
pense of the conservative banker and the public. 

In considering our long-run banking policy of 
the future, a possible alternative to such guaranties 
worthy of serious consideration would be the 
gradual replacement of our weak banks by strong 
banks with numerous branches under a unified 
national banking system If such a banbng 
system were an accomplished fact, as it is in most 
other advanced countries, the public would not be 
interested in a government guaranty of deposits. 
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The Banking Act of 1935 and the Problem of 
Excess Reserves 

T he Banking Act of 1935, approved by the 
President on August 23, was the sixth major 
revision of the Federal Reserve Act since it became 
law in 1913. The Act of 1935 represented an at- 
tempt to reformulate the legal basis of the federal 
reserve system m the light of recent experience, as 
well as to write into the permanent law as much of 
the temporary banking legislation growing out of 
the crisis of 1933 as seemed desirable. 

The mam provisions of the Banking Act of 1935 
were the following: 

’Title I— Federal Deposit Insurance. Sweeping 
changes were made in the plan of deposit insurance 
enacted in 1933. It was provided that the tem- 
porary insurance funds should be consolidated im- 
mediately into the Permanent Insurance Fund and 
that the Federal Deposit Insurance Corporation 
should begin, as of August 23, 1935, the permanent 
insurance of bank deposits. 

T itle II— Amendments to the Federal Reserve Act. 
I. The name of the Federal Reserve Board was 
changed to the Board of Governors of the Federal 
Reserve System. The ranking officer of the Board 
was henceforth to be known as the chairman and 
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was to be designated by the President for a term of 
four years. The number of members on the Board 
was reduced from eight to seven, and the Secretary 
of the Treasury and the Comptroller of the Cur- 
rency were eliminated as ex-officio members. Mem- 
bers were to be appointed for a term of fourteen 
years (as contrasted with twelve years previously) 
by the President with the advice and consent of the 
Senate. Not more than one member could come 
from any one federal reserve district, and in ap- 
pointing the members, the President must have due 
regard to fair representation of the financial, 
agricultural, industrial, and commercial interests, 
and of the diiferent geographical divisions of the 
country. No member who has served his full term 
of fourteen years shall be eligible for reappoint- 
ment to the Board. The Board of Governors was to 
assume office February i, 1936 
Similarly, changes were made in the organiza- 
tion of the federal reserve banks. The executive 
officer in each bank, effective March i, 1936, was 
to be known as the president rather than the gov- 
ernor He was to be appointed by the board of 
directors of the bank, with the approval of the 
Board of Governors of the Federal Reserve System, 
for a term of five years. All other officers and em- 
ployees of the bank were made responsible to the 
president. 
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2. Greatly increased powers of credit control 
were lodged in the hands of a newly-created Federal 
Open Market Committee consisting of the seven 
members of the Board of Governors and of five 
representatives of the federal reserve banks One 
representative on this Committee was to be elected 
annually by the Boston and New York banks, one 
by the Philadelphia and Cleveland banks, one by 
the Chicago and St. Louis banks, one by the Rich- 
mond, Atlanta, and Dallas banks, and one by the 
Minneapolis, Kansas City, and San Francisco 
banks. A compromise on determination of open- 
market policy was dius reached between those 
advocating complete centralization of control in 
Washington and the group in favor of control by 
the representatives of the twelve federal reserve 
banks without interference by the Board 

The Federal Open Market Committee must meet 
in Washington at least four times a year upon the 
call of the chairman of the Board of Governors or 
at the request of any three members of the Com- 
mittee. Its function is to consider, adopt, and trans- 
mit to the several federal reserve banks regulations 
relating to the open-market operations of those 
banks Such regulations are fully binding on all 
federal reserve banks, which are now prohibited 
from engaging in, or refusing to engage in, open- 
market operations except in accordance with the 
direction of and the regulations adopted by the 
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Committee. The provision written into the Federal 
Reserve Act in 1933 that all open-market opera- 
tions are to be governed “with a view to accom- 
modating commerce and business and with regard 
to their bearing upon the general credit situation 
of the country” was continued in effect. It was 
further stipulated that purchases or sales of gov- 
ernment securities could be made only in the open 
market. This clause evidently repealed tliat part 
of the Thomas amendment authorizing the Presi- 
dent to direct the Secretary of the Treasury to entei 
into agreement with the federal reserve banks to 
purchase $ 3,000 million in United States obliga- 
tions directly from the Treasury. 

The Board of Governors is required to keep a 
complete record of the action taken by the Board 
and by the Federal Open Market Committee upon 
all questions of pohcy This record is to include the 
votes taken in connection with the determination 
of open-market and other policies and the reasons 
for the action of the Board and the Committee in 
each instance. This information must be included 
in the annual report made by the Boaid to Con- 
gress. 

The character of the Federal Open Market Com- 
mittee and Its functions were tlius greatly altered, 
as compared with what they were under the pro- 
visions of the Banking Act of 1933 ^ This earlier 

* Supra, pp 200-1 
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legislation established the Committee, composed 
of one representative from each federal reserve 
bank, as an advisory body which would make 
recommendations to the Federal Reserve Board in 
respect of open-market operations. Individual re- 
serve banks were allowed to refrain from participat- 
ing in the operations recommended by the Com- 
mittee and approved by the Board by filing 
written notice of their decision with the chairman 
of the Committee within thirty days, and trans- 
mitting a copy thereof to the Board. Complete au- 
thority to carry into effect a specific credit policy 
was thei efore lacking until the 1935 Act was passed. 

3. The Board of Governors was authorized to 
alter member bank reserve requirements against 
time and demand deposits in order to prevent in- 
jurious credit expansion or contraction. Two limita- 
tions not included in the original bill passed by the 
House were nevertheless placed on this grant of 
power These were- first, that required reserves 
could not be reduced below the legal level at which 
they stood when the Act was passed and, second, 
that they could not be raised to more than twice 
that level. It was doubtless expected that this 
authority would give the Board an instrument 
which it could easily and effectively use to elimi- 
nate a large part of the $2,700 million of excess re- 
serves then in existence, an amount over four times 
as large as they had been only two years before. 
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These provisions of the Banking Act of 1935 
represented an extension, as well as a refinement, of 
the power to alter reserve requirements incor- 
porated in the Thomas amendment. Under the 
earher legislation it was possible for the Federal 
Reserve Board, upon affirmative vote of five of its 
members and with the approval of the President, to 
declare that an emergency existed by reason of 
credit expansion and to raise or lower member bank 
reserve requirements without limit during the 
period of the emergency. 

Even in the present restricted form this control 
of reserve requirements is a powerful instrument 
of credit policy in the hands of the Board. No one 
doubted its potency, but there was some question 
whether it was advisable to introduce such an 
element of uncertainty into the credit structure. It 
was argued by some that sharp or sudden increases 
in reserve requirements could easily provoke a 
credit panic and result in extremely extensive 
liquidations of bank credit. Further, it was claimed 
that the reserve positions of no two banks were the 
same and that a uniform increase in reserve re- 
quirements would affect different banks very un- 
evenly. For banks with no more than the legally 
required reserve balances before the new require- 
ments went into effect the consequences might be 
serious. 
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An alternative to control over reserve require- 
ments by the Board of Governors was the plan rec- 
ommended by the Committee on Bank Reserves of 
the Federal Reserve Board in 1931 ^ This Com- 
mittee, after detailed study of the problem, pro- 
posed that the distinction between demand and 
time deposits be abohshed and that all deposits be 
treated alike for reserve purposes. The requiied 
reserve to be maintained with the federal reserve 
banks was then to be (a) 5 per cent of the bank’s 
total net deposits (this 5 per cent to include vault 
cash as well as deposits in the federal reserve bank) 
plus (b) 50 per cent of the average daily with- 
drawals actually made from all its deposit accounts 

Among the virtues claimed for this plan was its 
greater simplicity than the existing arrangement 
and that it would automatically tend to check 
dangerously rapid credit expansion and excessive 
speculation which are usually effected largely 
through increased velocities On the other hand, it 
was claimed that credit expansion in periods of 
depression and low velocities would be automati- 
cally stimulated by the reduction of reserve re- 
quirements at these times. Against the plan it was 
argued that dangerous expansion would not be 
effectively restrained until too late, and the diffi- 
culties of a financial panic when velocities are ex- 

1 Report of the Committee on Bank Resemes of the Federal Reserve System, 
Washington, D C , 1931. 
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ceptionally high would be increased ^ Under this 
plan It should be noted that reserve requirements 
in 1936-37 would have been kept very low contem- 
poraneously with the low velocities of that time, 
despite the threat of inflation during much of the 
time which actually induced the federal leserve 
authorities for a period to increase reserve require- 
ments to double the statutory minimum. 

Proposals for this new type of reserve require- 
ment were tentatively considered in connection 
with several recent banking bills, but were aban- 
doned in favor of the discretionary power put into 
the hands of the Boaid of Governors by the Act of 

193s 

4. Basic changes were introduced in the Federal 
Reserve Act allowing the reserve banks, under 
rules and regulations pi escribed by the Board of 
Governors, to make advances to member banks on 
their time and demand notes secured to the satis- 
faction of the federal reserve bank Such loans must 
have a maturity of not more than four months and 
are to bear a rate of interest at least one-half of one 
per cent higher than the highest prevailmg discount 
rate of the reserve bank extending the accommoda- 
tion. This amendment was in some respects a con- 
tinuation of one of the emergency provisions of the 

1 For a criticism of this plan see Anderson, B M , Jr , Proposed Banking 
Legislation the Glass Bill and the Federal Reserve Proposal to Base 
Member Bank Reserves upon “Velocity” of Deposits [phase Economic 
Bulletin, April 1932 ) 
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Glass-Steagall Act 0/1932 which had lapsed March 
33 I935> the important requirement in the 
earlier Act that member banks must have exhausted 
their supply of eligible paper before obtaining such 
loans was omitted in the 1935 law, and the penalty 
rate of discount was reduced from one per cent to 
one-half of one per cent. 

Commenting on the reasons for this change the 
Federal Reserve BuUettn said ^ 

“The broadened provision for borrowing at 
the Reserve banks is also a recognition of the 
fact that the scope of operations of member 
banks has changed. Since the passage of the 
Federal Reserve Act paper that qualified 
under the eligibility requirements of that act 
has constituted a decreasing proportion of the 
loans and investments of member banks. As 
late as 1929 such paper comprised 12 per cent 
of the total and it now represents 8 per cent. 
Changes in business practices, which have re- 
sulted in a decline in the extent of commercial 
and industrial borrowing from banks, have 
been partly responsible for this development. 
Another major factor has been the increase in 
the amount of savings deposited in member 
banks. With member banks holding |io,ooo,- 
000,000 of savings and other time deposits, as 

> Federal Reserve Bulletm^ September 1935, pp j6o-i. 
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compared with about $1,000,000,000 in 1914, 
they are in the position where both m their 
own interest and in that of the country they 
must make a considerably larger volume of 
long-time investments. Such investment is an 
essential part of the economic process of 
capital formation. It seems reasonable, there- 
fore, that these assets be given a status which 
wiU permit member banks to borrow on them 
from the Reserve banks when the need 
arises.” 

Whatever may be the merits or demerits of this 
very liberal credit policy it is certainly a great de- 
parture from the philosophy of self-hquidating 
credit on which the federal reserve system was 
founded a quarter of a century ago. Then the defi- 
nition of what was eligible paper for rediscount 
purposes was rigidly circumscribed to include only 
“notes, drafts, and biUs of exchange of short ma- 
turities issued or drawn for agricultural, industrial, 
or commercial purposes.” Paper used for capital ex- 
penditures or to facilitate carrying or trading in 
stocks or bonds, except bonds of the United States 
government, was specifically excluded 
With these previous restrictions removed, it will 
now be possible for the reserve banks to make 
advances, indirectly, on stocks, bonds, and real 
estate. While a case can be made for granting such 
wide latitude in the matter of loan policies during 
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an emergency, the possibility of unwise lending and 
consequent abuse must also be considered. The 
criterion of individual judgment on each federal 
reserve bank loan has now been substituted for the 
older, impersonal rules of action. Whether diis 
marked change will prove desirable must depend 
in large measure on the personnel in charge of the 
federal reserve system and the freedom with which 
they are allowed to operate. 

5. The Board of Governors was given increased 
control over the discount rates of the fedeial re- 
serve banks by adding to the law the requirement 
that such rates must be established every fourteen 
days, or oftener if deemed necessaiy by the Board. 
Since the power of review and determination of 
discount rates continues to be held by the Board, 
it is now possible for the centi al authority, because 
of the frequent opportunities to pass judgment on 
it, to have a much more direct influence in es- 
tablishing a rate. 

6. In order to facilitate the admission of banks 
required to become members of the federal reserve 
system on or after July i, 1942, if they are to con- 
tinue their participation in the Federal Deposit 
Insurance Corporation, the Board of Governors 
was authorized to waive in whole or m part tlie 
requirements relating to the admission of such 
banks to membership The only limitation was that 
if such a bank gams admission to the federal reserve 
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system with a capital less than that required for the 
organization of a national bank m the same place, 
and its capital and surplus are not adequate as 
compared with its liabilities, the Board of Gov- 
ernors may require the bank in question to increase 
Its capital and surplus to such amount as the Board 
may deem necessary, but not to an amount m 
excess of that requmed for the organization of a 
national bank in the same place. 

7. The restrictions on real estate loans were re- 
laxed m certain particulars so that it is now pos- 
sible for national banks to make loans secured by 
first liens upon improved real estate, including 
improved farm land and business and residential 
properties, regardless of their location. The amount 
of any such loan made after August 2,3, 1935, may 
not exceed 50 per cent of the appraised value of the 
real estate offered as security, and the loan cannot 
have a maturity of more than five years. It is pro- 
vided, however, that the amount of the loan may 
be increased to 60 per cent of the appraised value of 
the property and its maturity increased to ten 
years if the loan is secured by an amortized mort- 
gage or deed of trust under the terms of which the 
installment payments are sufficient to amortize at 
least 40 per cent of the principal of the loan within 
ten years The real estate loans made by a national 
bank must not exceed, m total amount, its com- 
bined capital and surplus, or 60 per cent of its 
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time and savings deposits combined, whichever is 
greater. 

These provisions represent a substantial relaxing 
of the former restrictions, which were sufficiently 
lax to result in numerous difficulties for national 
banks that took full advantage of them. The wis- 
dom of encouraging additional real estate loans on 
the part of commercial banks with a large part of 
their liabihties in tlie form of demand deposits is 
open to serious question To the extent that mem- 
ber banks borrow on such loans at the federal 
reserve banks under the new provisions of the 
Bankmg Act of 1935, the assets of the reserve 
banks will become immobilized m long-term, 
illiquid commitments. 

8. Finally, it should be pointed out that the sec- 
tions in the House bill makmg federal reserve notes 
a simple asset currency met with such general 
opposition that they were eliminated in the final 
draft of the bill which became law. No change, 
therefore, was made in the character of the notes, 
which must still be secured by a pledge of 100 per 
cent eligible collateral, as well as by a minimum 
gold certificate reserve of 40 per cent, which may be 
counted as part of the collateral required The pro- 
vision of the Glass-Steagall Act allowing United 
States government obligations to be used as col- 
lateral security for federal reserve notes as an 
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emergency measure has since been extended, with 
minor modifications, to June 30, 1939. 

little III — ‘lechmcal Amendments to the Banking 
Laws. The other parts of the Act consisted of minor 
amendments to the national banking laws, which 
were incorporated in Tide III. As previously noted, 
there was general agreement as to the advisability 
of most of these amendments. 

I’he Problem of Excess Reserves 
During recent years the federal reserve authori- 
ties have been confronted with the serious problem 
of what should be done about the huge volume of 
excess reserves deposited with the federal reserve 
banks by the member banks. The rapid rate at 
which these reserves have accumulated since 193a 
IS indicated in Chart XIV. Two causes have been 
largely responsible for this unprecedented growth 
in the volume of member bank reserves. Of these, 
mention should first be made of the open-market 
operations of the federal reserve banks effected 
with the purpose of expanding the basis of bank 
credit — operations which substantially increased 
federal reserve bank holdings of government se- 
curities during the early years of the depression.^ 
These holdings of government securities increased, 
with occasional interruptions, from about $511 
million at the end of 1929 to ^740 million at the end 

* cf Chart XII, :ufra, p 146 
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RESERVE BALANCES OF MEMBER BANKS 

(averages or daily figures) 



of February 193a The passage of the Glass- 
Steagall Act at that time allowed tlie federal re- 
serve banks to increase their purchases of govern- 
ment securities very greatly. Accordingly, pur- 
chases of over $1,000 million were made during the 
remainder of 1932 in an endeavor to stem the tide 
of liquidation and another $600 million were added 
to the system’s portfolio in 1933. Since that time no 
important changes have been made in federal re- 
serve holdings, which have remained in the neigh- 
borhood of two and a half billion dollars. The net 
increase in such holdings between 1929 and 1934 



FEDERAL RESERVE SYSTEM 251 

came to nearly $ 2,000 million The funds paid for 
these government secuiities found their way into 
the hands of the member banks, which used the 
first proceeds to pay their indebtedness to the 
federal reserve banks. They then allowed the re- 
mainder to accumulate to their account in the 
form of excess reserve balances when they con- 
sidered It impossible to use them in making safe 
loans and investments. 

In the second place, the reduction in the gold 
content of the dollar in January 1934, increased 
the country’s monetary gold stock by 69 per cent 
and started an unprecedented gold flow to the 
United States. Between February i, 1934, and 
July I, 1936, two weeks before the announcement 
by the Board of Governors of its 50 per cent in- 
crease m reserve requirements for member banks, 
our monetary gold stock increased by about $ 3,594 
million largely as a result of gold imports This 
sharp increase is indicated in Chart VI The gold 
coming to this country was almost entirely for 
private account Individuals or groups of individ- 
uals would ship gold to a bank in the United States 
and receive a deposit credit for the dollar value of 
the shipment. The gold, in turn, would be handed 
over to the Treasury, and the member bank would 
receive a check on its federal reserve bank for the 
monetary value of the gold so handed over. Thus, 
the gold imports of this period, coming at a time 
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when the member banks were almost entirely out 
of debt to the reserve banks, had the effect of 
swelling ever higher the total excess reserves of the 
member banks. By July 1936, therefore, total 
member bank reserve balances held with the federal 
reserve banks amounted to $5,900 million, while 
the reserves legally required of such member banks, 
on the basis of their demand and time deposits, 
came to only $1,900 million In other words, the 
amount of excess reserves was $3,000 million or 
about 103,4 totsl of required re- 

serves.^ Such a situation was unprecedented and as 
recently as five years before would have been con- 
sidered impossible. 

Why did these three billion dollars of excess re- 
serves loom so large in the discussions of the fed- 
eral reserve system? The answer to this question 
lay in the great powers of credit expansion that 
were inherent in these reserves. The average re- 
serve required against demand deposits in the 
United States throughout most of the life of the 
federal reserve system prior to the late summer of 
1936 was approximately 10 per cent. This means 
that for the country as a whole demand deposits 
could legally be expanded by the member banks to 
the extent of ten times the amount of their reserves 
held with the federal reserve banks. Therefore, if 
various more or less minor qualifications are 

cf 'Federal Rjiserve Bulletin, 1936, p 613 
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omitted for the sake of the clarity of the argument, 
the member banks of the United States in July 
1936, for example, were legally in position to in- 
crease their demand deposits by approximately 
^30,000 million on the basis of the excess reserves 
then available. The magnitude of this possible in- 
crease and of its potential inflationary effect on 
prices is indicated by the fact that total adjusted 
demand deposits of member banks which amounted 
to $20,284 million at the end of June 1936, were at 
that time $3,637 million greater than at the end of 
1929. Fm'thermore, as Dr. B. M. Anderson, Jr., 
has pointed out, the great inflation of security and 
real estate prices during the ’twenties resulted from 
an increase of only about $13,500 million in the 
time and demand deposits of our banks.^ 

In the face of these serious dangers of inflation, 
various proposals had been made from time to time 
to eliminate at least a part of the excess reserves. 
One of the most frequent suggestions was that the 
Board of Governors should use the powers given it 
by the Banking Act of 1935 to raise member bank 
reserve requirements substantially above the levels 
then prevailing. Those advocating this course of 
action held that such an increase would reduce ex- 
cess reserves and lessen the danger of mflation. 

1 Anderson, B M , Jr , Vie Gold Standard and the Admtntstraltori' s 
General Economtc Program, p. 5 {.Chase Economic Bulletin, May 6, 1933). 
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On the other hand, objections were raised to this 
proposal It was pointed out by Mr S. Parker 
Gilbert, former Under Secretary of the Treasury, 
that a laige part of the excess reserves consisted of 
gold sent to the United States for safety in the face 
of the troubled European situation.^ Any move to 
incorporate the proceeds of such gold shipments 
as an integral part of our reserve base, he main- 
tained, would be unwise because a revival of con- 
fidence in Europe would result m a huge repatria- 
tion of funds and would thereby necessitate a large 
measure of deflation in the United States 

Also, frequent changes in reserve requirements, 
It was argued, must be avoided in the interests of 
banking stability, for otherwise a new element of 
uncertainty would be brought into the credit situa- 
tion that might result in periods of sharp liquida- 
tion and deflation from time to time if unexpected 
increases in requirements should be made. Finally, 
although the banks of the country as a whole had 
reserves over 103 per cent in excess of what they 
legally needed in early July 1936, these reserves 
were unevenly divided among individual banks, 
and many banks had scarcely any excess reserves. 
A general increase in reserve requirements would 
thus affect a large number of banks adversely. 

Another method of handling the problem that 
enlisted widespread support was to have the federal 

^ Letter to the Neai Tori Times, December i8, 1935. 
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reserve banks sell a considerable part of their large 
holdings of United States government secuiities ^ 
Such securities would presumably have been pur- 
chased by the commercial banks of the country, 
which would have paid for them with part of their 
excess balances with the federal reserve banks. It 
should be noted, however, that considerable op- 
position also developed to this plan. The fear was 
that such open-market operations would result in 
declining prices for government securities and 
higher interest rates on the federal debt — both 
long- and short-term — as well as in a reversal of the 
easy money policy that was held by some to be 
primarily responsible for the degree of recovery 
already achieved. Finally, it was claimed that sales 
of government securities by federal reserve banks 
should not be undertaken at a time when the gov- 
ernment was incuriing a huge deficit year after 
year and was confronted with the need of financing 
these deficits by new issues of treasury bills and 
notes, and, occasionally, long-term bonds. 

The final outcome of the discussion was that the 
advocates of increasing member bank reserve re- 
quirements won, and beginning August 15, 1936, 

1 See on this subject the recommendations of the Federal Advisory 
Council to the Board of Governors of the Federal Reserve System, 
November ai, 1935, Ffierfl/Rereroe January 1936, pp 5-6, also 

Riddle, J H , The Froblem of Excess Reserves, p 6 (Bulletin No 5 of the 
Association of Reserve City Bankers). 
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the administrative changes m reserve requirements 
previously described^ were effected. 

Another important device for checking threat- 
ened inflation was the so-called sterilization of 
gold, which has been previously mentioned ^ 
This is essentially a government Treasury mone- 
tary device rather than a policy of the federal re- 
serve system. A detailed discussion of it, therefore, 
falls outside the scope of this book. 

It has been noted that the principal element in 
our currency expansion during recent years has 
been the enormous increase in our supply of 
monetary gold, an increase caused chiefly by 
heavy imports of gold from abroad, imports which 
in turn have originated largely from a spectacular 
increase m the world’s gold production, and a flight 
of capital to the United States from war-scared 
Europe. 

In the ordinary course of events, newly imported 
gold under the Gold Reserve Act of 1934 would 
first appear as a deposit in a member bank from 
which It would be transferred to a federal reserve 
bank and by the federal reserve banks be ex- 
changed with the government for our new type of 
gold certificates. These certificates would be basic 
reserve money when owned by a federal reserve 

^ Supra, p 45 

® Supra, pp ai6-8 
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bank, and upon them many times their volume of 
bank deposit credit could be built up. 

The government’s gold-sterilization plan, an- 
nounced by the Secretary of the Treasury De- 
cember 2,1, 1936, was a plan to prevent such newly 
acquired gold from functioning as basic reserve 
money. The announcement said that the Treasury 
“proposes whenever it is deemed advisable and in 
the public interest to do so, to take appropriate 
action with respect to net additional acquisitions 
or releases of gold by the Treasury Department. 
This will be accomplished by the sale of additional 
public-debt obligations, the proceeds of which will 
be used for the purchase of gold, and by the pur- 
chase or redemption of outstanding obligations in 
the case of movements m the reverse direction.” 

Without going into the various steps in the pro- 
cedure adopted, we may say that in its essentials 
the plan amounted to permitting new gold received 
by a bank to increase the bank’s deposits by the 
amount received but compelling the gold to be 
swapped with the Treasury Department for its 
equivalent m interest-bearing government debt. 
Such gold, therefore, did not as previously become 
basic reserve money in the form of gold certificates 
owned by the federal reserve banks. Newly ac- 
quired gold of this type, in other words, increased 
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our bank deposits but did not increase our basic 
bankieserves 

This gold-sterilization plan was a departure from 
the essentials of a true gold standard under which 
the monetary unit must be always maintained at 
the value of a fixed quantity of gold m a free gold 
maiket.^ Fundamental requirements of a real gold 
standard are that when gold is imported because 
It is worth more here than abroad it shall flow into 
the monetary reserves (or into the active circula- 
tion) of the country and thereby tend to expand 
the circulation and make the monetary unit 
cheaper, and, on the other hand, that when gold is 
exported, because it is worth more abroad than it is 
at home, it shall be taken out of the monetary 
reserves (or the active circulation) thereby tending 
to contract the circulation and make the monetary 
unit dearer. This is the principal mechanism by 
which the value of the dollar is automatically kept 
at parity with the value of its gold bullion equiv- 
alent in the free gold markets of the world and with 
other gold standard monetary units. The gold- 
sterilization pohcy was obviously in direct conflict 
with these essentials of the gold standaid. Under it 
newly imported gold could not expand the cur- 
rency base (or the money in circulation) and there- 
by tend to make the dollar cheaper and to check 
the gold inflow. Nor could the exportation of gold 

^ cf Kemmerer on Money, 1-5, and pp ai6-8 



FEDERAL RESERVE SYSTEM 2^ 

contract the currency base (or the money m cir- 
culation) and thereby tend to make the dollar 
dearer and to check the gold outflow. By steriliza- 
tion these equilibrium-restoring forces were largely 
nullified So far as what happened in the United 
States was concerned, tlrere was nothing whatever 
to check an unlimited importation of gold, which 
was to be buried in the ground at Fort Knox, 
Kentucky, which was to perform no monetary 
function whatsoever, and winch was to be paid for 
by increasing the nation’s interest-bearing public 
debt 

To create and maintain artificially a low-pressure 
area in this country to which unneeded gold tended 
to flow in large quantities from countries that 
needed it more, and to incur heavy debts for the 
purchase of this gold at a time of long-continued 
large government deficits, represented, m my 
judgment, unsound monetary policy Gold sterili- 
zation is not a desirable instrument of monetary 
management ^ 

' In a public statement made by the author on February 14, 1938, 
condemning gold-stenlization as an instrument of monetary policy, the 
following comment was made on the proposal to release at once all 
stenhzed gold 

“On the other hand, to release at once this large quantity of stenhzed 
gold, would be a dangerous inflationary measure To make its release, 
however, a matter of governmental currency management in which the 
amounts released and the times of release would be left entirely to gov- 
ernmental authorities, would create a situation of great uncertainty and 
increase the size of the inflationary sword of Damocles that has long been 
hanging over the market Currency management is desirable to a con- 
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The declining commodity and security prices 
which characterized the economic recession oi 
“relapse” beginning the latter part of 1937 led to 
much public criticism of the gold-sterilization 
policy, chiefly on the ground that it was a force 
operating in favor of deflation at a time when 
prices were actually falling at an alarming rate. 
The government accordingly practically discon- 
tinued sterilizmg further acquisitions of new gold. 
In September 1937, the Treasury released I300 
million of sterilized gold, and on February 14, 1938, 
the Secretary of the Treasury announced that for 
the present additions to the gold stock up to ^100 
million m any one quarter of the year would not 
be placed in the inactive gold account. 

Two months later, the government, in connec- 
tion with the vigorous renewal of pump-primmg 
policies, inaugurated, as a means of fightmg the 
economic depression, the policy of gold-<^(?sterili2a- 
tion. On April 14 the Treasury transferred to the 
gold certificate fund of the federal reserve system 
^1,183 million of gold from its inactive gold ac- 
count and $209 million of gold held in its working 
balance, and thereby increased its balance with 

siderable extent but, m my judgment, it should not take this form 
This means that I would discontinue at once the government’s pohcy of 
stenlizing further gold imports and would announce a policy of slowly 
destenhzing, according to a fixed schedule made public in advance, the 
gold now stenhzed ” 
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the federal reserve banks to $1,500 miUiond Since 
that time the general account of the United States 
Treasury with the federal reserve banks has de- 
creased weekly with very few exceptions. On 
August 24, 1938 the account amounted to $j'ji 
million. 

In summaryj it may be pointed out that the 
present volume of excess reserveSj together with the 
government’s continumg deficits, offer the back- 
ground for an ultimate heavy expansion of deposit 
currency and a marked inflationary rise in prices 
Altliough price trends for about a year begmning 
with the summer of 1937 have been strongly down- 
ward, largely under the pressure of political forces, 
the fundamental economic forces point m the other 
direction for long-run trends. For the time being 
this advance is held back by a low state of business 
confidence with a small resulting demand for credit 
on the part of sound borrowers and a virtual stag- 
nation of the capital market so far as new issues of 
industrial, railroad, and public utihty securities 
are concerned. 

* Federal Reserve Bullehn, May 1938, pp 343-4 



CHAPTER XIV 


The Present Status of the Federal Reserve 
System 

T he far-reaching effects of the Glass-Steagall 
Act, the Gold Reserve Act, the Silver Pur- 
chase Act, the Banking Act of 1935 and the other 
recent legislation on the federal reserve system 
cannot yet be foretold with any substantial degree 
of accuracy It is certain, however, that the effec- 
tiveness of the system’s control over the credit 
structure of the nation has been seriously impaired. 
This is evident when we consider the prmcipal func- 
tions of a central bank, or a group of federated 
central banks like our federal reserve system, and 
observe the respects in which these functions have 
been affected. 

The five principal functions of a central bank are 
briefly as follows, (i) To provide the country with 
a sound and elastic bank-note currency, one that 
will expand as trade demands increase and con- 
tract as they decrease. ( 2 ) To provide the com- 
mercial banks of the country with funds if and as 
needed to meet emergency demands for currency 
and credit and the leguiarly recurring seasonal 
demands. (3) To hold and operate the country’s 
gold reserves. (4) To regulate and maintain the 
orderly functioning of the nation’s money market. 
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at one time preventing dangerous credit expansion, 
and at another time preventing harmful contrac- 
tion, and at all times exerting a regulating influence 
on the importation and exportation of gold. For 
thus protecting and regulating the nation’s money 
and Its money market, a central bank usually has 
as Its principal instruments the exclusive right of 
note issue, the right to raise or lower official dis- 
count rates, and the right to buy and sell certain 
types of commercial paper and securities in the 
open market. Through these instrumentalities the 
central bank is able to regulate the supply of money 
in circulation and the reserve balances of the mem- 
ber banks and thereby the supply of deposit cur- 
rency. (5) To act as the depositary and fiscal agent 
of the government 

The monetary legislation since the “bank hol- 
iday” of early 1933 has so weakened the powers of 
the federal reserve system in the fields in which a 
central bank usually operates, that it has been 
prevented from functioning in a normal and 
effective way Its proper powers have been ex- 
tensively taken over by the government, and it is 
no longer fair to hold the system responsible for 
performing the usual functions of a central bank. 

The federal reserve system is hindered in provid- 
ing the country widi an elastic currency, for it is 
not the sole issuing authority and must share this 
function to an increasing extent with the govern- 
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ment itself which is purchasing large amounts of 
silver in accordance with the terms ol the Silver 
Purchase Act of 1934 and issuing silver certificates 
against such purchases. If the full intent of this 
Act IS followed out, one dollar of silver must be 
owned for every three dollars of gold in the gov- 
ernment’s vaults. The silver certificates issued 
against these tremendously wasteful silver pur- 
chases will add to the excess reserves of member 
banks and diminish the reserve banks’ control over 
the currency. The extent to which the government 
resorts to the policy of sterilizing new gold,^ and 
the operations of the Treasury’s stabilization fund, 
directly affect the nation’s monetary supply. Also, 
die authorization of the Thomas amendment for 
the Treasury to increase the circulation of green- 
backs up to a maximum of $3,000 million still re- 
mains in effect and may be used at any time. 

The ownership of the nation’s monetary gold 
has been transferred completely to the government. 
The federal reserve banks no longer hold any actual 
gold serving as the primary reserve for the out- 
standing money and deposit currency of the 
country. They cannot control the expoit or import 
of gold, nor can they obtain the redemption of a 
single dollar of the gold certificates they now hold, 
except at the option of the Secretary of the Treas- 
ury. And when redemption is obtained it may be 

1 cf tupra, pp, ai7-8. 
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effected only at such rates as the President may 
decide between the equivalent of 50 cents and 60 
cents of our former gold dollar While it is true that 
the Treasury has allowed gold exports on those 
rare occasions when the “59 cent gold dollar” has 
fallen to a discount against other gold currencies, 
there is a general fear that gold might not be al- 
lowed by the government to leave the country in 
volume at this gold value if a strong inflationary 
movement developed and there was a “flight from 
the dollar.” Possessing no gold holdmgs of their 
own, the reserve banks would be powerless to meet 
such a situation effectively. 

The power of the federal reserve system to con- 
trol and protect the money market through changes 
in the discount rate and through open-market 
operations, for the present at least, is nearly gone. 
The market is so flooded with funds that member 
bank borrowing is an extreme rarity, and the opera- 
tions of the reserve banks are being increasingly 
dictated by the fiscal needs of the government.^ 

The member banks also have been investing 
increasing amounts of their assets in the direct and 
indirect obligations of the government. The strong 

' For example, out of total bills and secunties of #4,587,356,000 owned 
by all twelve federal reserve banks on October 5, 1938, the amount of bills 
discounted came to only $7,345,000, and of this sum $3,897,000 were bills 
secured by United States government obhgations, while bills bought in 
the open market amounted to only $541,000 On the same date, however, 
total holdings of government securities were $1,564,015,000 
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tendency m this direction is shown in Chart XV. 
Whereas total holdings of United States obliga- 
tions by the member banks amounted to only 

U.S. GOVERNMENT SECURITIES 
HELD BY FEDERAL RESERVE AND 
MEMBER BANKS, 1928 TO 1938 


WLLIOHS or DOLLARS BILLIONS Or DOLLARS 



Chart XV 

Data for member banks are for June and December call dates ^ those for 
federal reserve banks are for the end of the months nearest the same call dates 

5^4,255 million in June 1928, this total had inci eased 
to the figure of ^12,343 million, including the fully 
guaranteed obligations of the government, by 
June 30, 1938 
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It IS today difficult to reduce m any considerable 
measure the huge volume of excess reserves, for 
fear of injuring the market for government bonds 
and of interfermg with the deficit financing of the 
Treasury. Consequently, if currency and credit 
redundancy should threaten to bring on a danger- 
ous speculative market, the federal reserve banks 
would find It difficult to carry through effectively 
a restrictive policy by raising discount rates and 
selling government securities in the open market. 

This possible conflict between Treasury pohcy 
and the proper and orderly functioning of the fed- 
eral reserve system was strikingly brought out by 
Dr A. C. Miller, who was formerly a member of 
the Federal Reserve Board, in his testimony with 
reference to the Banking Bill of 1935 before the 
Senate subcommittee Dr. Miller on that occasion 
said in part: 

“There is one further thing I want to call 
your attention to that I have not mentioned so 
far, and that is the new position that the 
United States Treasury has in recent years 
come to assume as a factor in the money mar- 
ket, and that is something beyond anything in 
extent that we have ever had before I have 
just looked up to see what the powers of the 
Treasury are to increase or decrease member- 
bank reserves and deposits. ... In the matter 
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of increasing reseives it has the power now to 
issue $3,000,000,000 of greenbacks. And it has 
about $1,800,000,000 of stabilization funds 
with reserve banks which it can use. . . . 

“There would be two vast sources of infla- 
tion; and when you realize that things are 
moving in tlieir ordinary way a dollar of re- 
serve money multiplies itself to $10, and you 
can see what the Treasury could do there, that 
the Board would be helpless to counteract un- 
less it IS given some authority; and I confess 
that I view the future in that respect with at 
least perplexity. And it can issue more silver 
certificates. That again has the same effect as 
an open-market operation. It could also fur- 
ther devalue the dollar and spend the profits. 
That again would be an open-market opera- 
tion. In other words, they have the power to 
go mto the open market to an extent that 
makes federal reserve banks seem like a toy 
pistol alongside the modern revolving six- 
shooter. 

“The Treasury has the power, on the other 
hand, to decrease member banks’ reserves. It 
can draw down its own balances at commercial 
banks and transfer the proceeds to reserve 
banks . . . 

“So that you really have two colossal sources 
of banking power m the United States, one be- 
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mg the federal reserve system, and the other 
being the Treasury.”^ 

These statements accurately describe the present 
situation with reference to federal reserve control 
of the money market and the credit structure of the 
country. On the one hand, the powers of the Board 
of Governors over the banking system have been in 
a number of respects substantially increased as a 
result of recent legislation. The Board now enjoys 
virtual control over the twelve federal reserve 
banks. It determines the open-market policy of the 
system through the instrumentality of the new 
Open Market Committee. Even more important, it 
possesses the authority to alter at will member 
bank reserve requirements, fixing them at any 
point between the statutory minimum and a figure 
twice that minimum. Discount policy, finally, is 
more definitely entrusted to the Board than ever 
before. 

On the other hand, the powers of the Board of 
Governors have been substantially limited by the 
growing importance of the central banking func- 
tions of the Treasury Mention need only be made 
of the Treasury’s $1,800 miUion stabilization fund, 
which can be used for a variety of purposes, includ- 
ing the purchase and sale of government securities; 

‘ Heanngs on the Banking Act of 1935 before a Subcommittee of the 
Committee on Banking and Currency, United States Senate, 74th 
Congress, lat session, pp 774-5. 
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the President’s authority, under the Thomas 
amendment, to establish national or international 
bimetallism at any gold-silver ratio he may choose, 
the very large powers of silver-certificate issue ex- 
ercised under the Silver Purchase Act of 1934, the 
right to issue up to $ 3,000 million of greenbacks 
under the Thomas amendment; and the control of 
the nation’s monetary gold stock, including the 
right to withhold licenses for gold exports at wiU. 
Further, the President retains authority to alter 
the gold value of the dollar at least until June 30, 
1939. Finally, the continuing deficits of the federal 
government are a powerful inflationary force and 
are likely to weaken greatly the effectiveness of any 
efforts by the federal reserve authorities m the 
direction of credit control. 

The future value and usefulness of the federal re- 
serve system will depend in large measure upon the 
freedom with which it is allowed to operate and the 
restraint with which the Treasury uses the great 
monetary powers now lodged m its hands If the 
Treasury gradually withdraws from the field of 
direct currency and credit control, the federal 
reserve system may well continue its evolutionary 
development and render even more valuable ser- 
vice to the nation in the future than it has in the 
past. If the Treasury contmues to eclipse the fed- 
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eral reserve system, however, and uses its powers 
in behalf of unduly low interest rates and of exces- 
sive currency and credit expansion, the reserve 
authorities will be relatively helpless witnesses of 
the result. 
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Combined Balance Sheet oj the twelve Federal Reserve Banks 
as of June i, igj 8 , and Brief Explanations of the Various 
Items 

(In Thousands of Dollars) 


ASSETS 

Gold certificates on hand and due from U.S 


Treasury^ 

110,638,900 

Redemption fund — F R notes^ 

8,186 

Other cash® 

389,350 

total reserves 

$11,036,436 

Bills discounted ^ 

Secured by U S. government obligations 
direct or fully guaranteed 

f 5,479 

Other bills discounted 

2,935 

total bills discounted 

$ 8,414 

Bills bought m open market® 

? 534 

Industrial advances® 

16,818 

U S government securities ^ 

Bonds 

657,253 

Treasury notes 

1,191,905 

Treasury bills 

714,857 

total U S government securities 

$2,564,015 

total bills and securities 

$2,589,781 

Due from foreign banks® 

$ 186 

F R notes of other banks® 

18,742 

Uncollected items^® 

582,086 

Bank premises^'' 

44,641 

All other assets^® 

48,070 


Total Assets 


?I4.3I9.942 
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LIABILITIES 


F R notes in actual circulation^® 

Deposits 

Member bank — reserve account’^'* 

U S Treasurer — general account®® 

Foreign bank®® . 

Other deposits®^ 

$ 4,157,156 

7i744i949 

1,092,819 

130,200 

262,794 

T otal deposits 

$ 9,230,762 

Deferred availability items®® 

Capital paid in®® 

? 578,995 
133,582 

Surplus (Section 7)®® 

Surplus (Section 13b)®® 

Reserve for contingencies®® 

All other liabilities®® 

147,739 

27,683 

32,880 

11,145 

Total Liabilities 

$14,319,942 

Ratio of total reserves to deposit and F R 
note liabilities combined®® 

Contingent liability on bills puichased for 
foreign correspondents®® 

Commitments to make industiial advances®® 

824% 

L53° 

13,140 


1 These are the new gold certificates given to the federal reserve banks 
m payment for their gold, which now belongs to the United States 
Treasury These gold certificates are reserves of the federal reserve banks 
This redemption fund consists of gold certificates deposited with the 
United States Treasury by the federal reserve banks for the redemption 
of their outstanding federal reserve notes The amount of the fund cannot 
be less than 5 per cent of the federal reserve notes issued, less the gold cer- 
tificates held as collateral security against them 

’ This consists of all money except gold certificates and federal reserve 
notes held by the federal reserve banks See item 9 
* This Item represents advances made by federal reserve banks to mem- 
ber banks It consists of short-term notes, drafts, bills of exchange, and 
bankers’ acceptances which have been rediscounted for member banks, 
and collateral loans made to member banks against their notes secured by 
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eligible paper or by the direct obligations of the United States government, 
or by Its fully-guaranteed obligations, or by the debentures or other 
obligations issued by a federal intermediate credit bank The Federal 
Reserve Bulletin each month presents an analysis of the kind of paper held 
' This Item represents the bankers’ acceptances which have been pur- 
chased by the federal reserve banks. 

• These industrial advances consist of mtermediate-term loans made by 
the federal reserve banks to provide working capital for established com- 
mercial and industrial enterprises (See note a6 below ) 

t This represents total federal reserve bank holdings of the direct and 
fully guaranteed obligations of the United States government The open- 
market operations of the reserve banks consist largely of purchases and 
sales of these obhgations 

“This represents balances due from foreign banks, chiefly central 
banks, as a result of banking transactions conducted with them 

• Every federal reserve bank receives notes of other federal reserve 
banks which it cannot put into circulation again and must return to the 
bank which originally issued them 

These are items in process of collection, chiefly under the federal 
reserve clearing and collection system 
“1 The federal reserve banks and tlieir branches are now housed in 
buildings owned by the banks, except for the branches in Cincinnati, 
Charlotte, Portland, Seattle, and Spokane See Annual Report of the 
Board of Governors of the Federal Reserve System for /pj 6 , p 93 
“ The chief assets usually included in this item are reimbursable ex- 
penses, deferred charges, interest accrued, and the premium on securities 
held 

Federal reserve notes in circulation represent the difference between 
the total of notes issued by the federal reserve agents to the reserve banks 
and the volume of notes held by the reserve banks 
“ Member banks are required by law to keep their entire legal reserves 
on deposit in the federal reserve bank in their district At the present 
time Ae volume of such member bank reserve balances amounts to far 
more than the legally required minimum The amount by which actual 
reserves exceed required reserves is known as “excess reserves” and is a 
limiting factor with reference to the extent to which member bank credit 
can be expanded at any particular time 

The law authorizes the Secretary of the Treasury to use the federal 
reserve banks as depositanes of public funds, except m the case of certain 
specified trust funds The Secretary began depositing pubhc funds in 
federal reserve banks as early as September 4, 1915, and since that time 
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has continually and extensively employed federal reserve banks as 
depositaries 

“ Many foreign banks, in most cases central banks, maintain working 
balances with the federal reserve hanks A considerable part of these funds 
IS held on deposit with the Federal Reserve Bank of New York 

This Item covers deposit credits of certain clearing non-member banks 
in the United States, federal reserve bank officers’ checks outstanding, 
and federal reserve exchange and transfer drafts 

These are liabilities of federal reserve banks to member banks and 
cleanng non-member banks ansingout of the federal reserve clearing and 
collection system They represent items in process of collection, the 
proceeds of which are not yet available to be drawn upon by the creditor 

The law requires every member bank to subscnbe to stock in the 
federal reserve bank of its district to the amount of 6 per cent of the 
member bank’s paid-in capital and surplus One-half of this subscription 
has already been called and paid, and the other half is subject to the call 
of the Board of Governors This item in the balance sheet accordingly 
represents 3 per cent of the combined paid-in capital and surplus of all 
member banks 

“ This IS an earned surplus built up over a period of years by the 
federal reserve banks in accordance with the terms of the original Federal 
Reserve Act and the amendment thereto, of March 3, 1919 This amend- 
ment provided that after payment of a cumulative 6 per cent dividend 
on their stock the reserve banks should credit all their earnings to surplus 
until the surplus equalled 100 per cent of the subscnbed capital There- 
after, 10 per cent of such earnings after dividends was to accrue to surplus 
and the balance was to be paid to the government as a franchise tax 
The Banking Act of 1933 provided that the federal reserve banks 
should each subscribe one-hdf of their surplus as of January i, 1933, to 
the stock of the Federal Deposit Insurance Corporation The total 
amount thus paid was $139,299,557 To make up for this very large 
decline in surplus, the reserve banks were thereafter allowed by law to 
credit all earnings in excess of dividend requirements to surplus account 
” This Item represents a special surplus which the reserve banks 
have been building up in accordance with the provisions of the amend- 
ment of June 19, 1934, to the Federal Reserve Act This legislation 
authorized the federal reserve banks to make intermediate-term working 
capital loans to established industrial and commercial entcrpnses So 
that such loans could be made with safety and without danger to the 
capital and surplus of the banks, the Secretary of the Treasury was per- 
mitted to pay to each of the reserve banks a sum equal in total amount to 
Its subscription to the stock of the Federal Deposit Insurance Corpora- 
tion Funds for these payments, which the balance sheet indicates had 
already reached $26,513,000 on May 30, 1936, were appropnated out of 
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the miscellaneous receipts accruing to the Treasury from the gold incre- 
ment that resulted from the devaluation of the dollar 
“ This is a reserve that has been built up over a period of years to take 
care of losses and unexpected charges of all kinds 
^ This represents several liabilities, the most important of which 
usually are accrued taxes, unearned discount, and net earnings 
^ The reserve ratio is computed by dividing total reserves consisting 
of gold certificates on hand and due from the United States Treasury, the 
gold certificates in the redemption fund, and all other cash by a sum con- 
sisting of all federal reserve note and deposit liabilities 
“ This represents the liability which federal reserve banks assume when 
they buy bills for the account of foreign central banks 
“ These are commitments which the federal reserve banks have as- 
sumed under the terms of the amendment of June 19, 1934, to the 
Federal Reserve Act The reserve banks may make industrial advances 
themselves, participate with member or non-memljer banks in making 
them, or agree in advance to take over an industnal loan at the request 
of the lending bank, or banks, and assume up to 80 per cent of any ensu- 
ing loss. 
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Acceptances, trade and bank acceptances may be purchased by federal 
reserve banks m the open market, 55-57, may be discounted by federal 
reserve banks, 55, promote mter-district mobility and uniform discount 
rates, 57-58, drawn for agncultural purposes and eligible for redis- 
count by federal reserve banks, 76, acceptances outstanding, chart, 98, 
buying rate on acceptances. Federal Reserve Bank of New York, 1919- 
1938, chart, 139, acceptance purchases of federal reserve banks m 
relation to federal reserve policy, 141-144, in portfolios of federal re- 
serve banks, chart, 1916-1938, 146, acceptances purchases of federal 
reserve banks m the depression, 154-155, bank acceptances atiJ 
trade acceptances 

Advisory Council, how constituted, 40 

Agricultural Paper, eligible for rediscount at federal reserve banks, 76 

Anderson, B M , Jr , cited, 243, 253 

Appropriation Act, 108 

Association of Reserve City Bankers, cited, 234 
B 

Bank Acceptances, advantages of, 56-57, rediscountable by federal re- 
serve banka and nature of, 57, use of, in connection with foreign trade, 
95, g8, see acceptances 

Bank Credit, extent to which used as a medium of exchange, 8-10, lack 
of elasticity under old banking system, n-19, elasticity of, under 
federal reserve system, 72-73, credit retired, 128, inflation of, 130-136, 
chart of member bank deposits, 1916-1938, 132, time deposits, 130. 
133, velocity of deposits, 133-136, see member bank credit 

Bank Failures, number and amount of deposits involved, 167-170, chart, 
showing record of, by calendar years, 167, reasons for, 168-169 

Bank Notes, inelasticity under old banlang system, n-17, chart, showing 
seasonal variation in, 1904-1914, 16, bond-secured, under federal 
reserve law, 61-63, federal reserve bank note, 62-63, chart, showing 
seasonal variation in circulation of federal reserve notes, 6g, see federal 
reserve notes 

Bank Suspensions, number and liabilities, 79 

Banking, separation of investment and commercial banks in Banking 
Act of 1933, 196-197 

Banking Act of 1933, 290, new powers of credit control, 82, interest on 
demand deposits, 107, object of, 193, origins of, 193-19S. enactment 
and provisions of, 195-201, temporary federal deposit insurance, 228 
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Banking Act of 1935, 37-38, new powers of credit control, 8a, reserves 
against government deposits, 106-107, deposit insurance, a3i-a32, 
ongins and enactment of, 236, federal deposit insurance, 236, amend- 
ments to Federal Reserve Act, 236-249, technical amendments to 
banking laws, 249 

Banking Holiday, banking statistics of. Son, proclaimed by President, 
176-177, program for ending, 182-184 
Banking Panic of 1933, 170-172, reasons why federal reserve system could 
not prevent panic, 173-176 

Banks, number of commercial, in 1912 in the United States, 3, statistics 
on reopening of, after holiday of 1933, 183 
Beckhart, B H , ated, 1380 
Bills Discounted, see discounts 

Board of Governors, how constituted, 38-39, powers, 39-41, 390, 400, 
4in, power to require rediscounting by one federal reserve bank for 
another, 49-50, must impose a deficiency tax on issues of federal re- 
serve notes when reserve falls below 40%, 65-66, emergency powers 
under Glass-Steagall amendment of 1932, 71, powers for fixing re- 
serve requirements, 73-74, emergency powers under 1932 amendment, 
80-81, regulates collection and exchange charges, 85, custodian for 
interdistrict settlement fund, 92-93, supervisory powers over banks 
organized under the “Edge Amendment,” 97, given increased control 
over discount rates, 246, powers increased over federal reserve system, 
269, see Federal Reserve Boaid 

Bonds, bearing circulation privilege, lan, see United States Government 
Branch Banking, provisions for in Banking Act of 1933, 198-199 
Branches, of federal reserve banks, 34, of national banks in foreign 
countries, 96 

Brokers’ Loans, for account of “others,” evils of, 135-136 
Burgess, W Randolph, cited, 9 

Business Activity, see federal reserve policy and open-market operations 
Business Paper, creation of a broader discount market for, 54-60, kinds 
of, eligible for rediscount by federal reserve banks, 76-77, rates in the 
open market on 4-6 months commercial paper, 1916-1938, chart, 139 
Buying Rate on Acceptances, see acceptances and federal reserve policy 

C 

Cable Transfer Rates, 186 

Canadian Bank Notes, elasticity of, compared with that of United States 
national bank notes, 15, chart, 16 

Capital, of federal reserve banks, minimum amount of, 28, of federal 
reserve banks, how subscribed, 32, of federal reserve banks, amount 
paid in, 33, of banks organized for foreign trade, minimum required, 96 
Central Bank, functions of, 262-263 
Central Reserve City Banks, reserve requirements, 44, 46 
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Centralization, of control of federal reserve system in Board of Governors, 
38-41, of bank reserves in respective federal reserve districts, 41-47 
Circulation, privilege of securing, granted to certain government bonds 
by Federal Home Loan Bank Act of 1932, 161-162, ste money in 
circulation 

Chase National Bank, operating under Edge Act, 99 

Class A Directors of Federal Reserve Banks, see federal reserve banks 

Clearing House, see Brokers’ loans 

Clearing-member Banks, defined, 87 

Clearings and Collections, clearing out-of-town checks under the old 
banking system, 20-23, 83, clearing out-of-town checks under federal 
reserve system, 84-94, clearing services rendered by the federal re- 
serve system, 87-91, member banks included on par list, 88, federal 
clearing system extended to cover promissory notes, trade bills, time 
drafts and similar items, 91, cost of, under federal reserve system, how 
met, 92-94 

Collateral Loans, character of, which may be made by federal reserve 
banks, 77-78, use of by member banks, 78, emergency legislation of 
193a regarding, 79-81 

Commercial Failures, number and liabilities, 79, percentage decline of 
number of failures and liabilities, 186 
Committee on Bank Reserves, of the Federal Reserve Board, plan, 242- 

243 

Commodity Prices, see wholesale commodity prices 
Commodity Standard, qualified, put into effect by Gold Reserve Act, 216 
Common Stocks, increase in prices of, February to April, 1933, 186 
Contractility of Circulating Credit, under federal reserve system, 8i-8a 
Cost of Living, decline m, February to April, 1933, 186 
Country Banks, reserve requirements, 44, 46 

Credit, new powers given Board, 80, control of, lodged with Federal 
Open Market Committee, 238-240, expansion inherent in federal re- 
serve system, 252-253, see bank credit 
Currency Shipments, heavy under old banking system and evil results 
of, 23, may be made by member banks, at expense of federal reserve 
banks, to settle adverse balances arising out of clearing and collection 
system, 90, largely reduced m volume under the federal reserve system, 
due to interdistrict settlement fund, 92-94 

D 

Decentralization, of American banking prior to federal reserve system, 
3-7, most serious phases of, 7 
Defects of Old Banking System summarized, 2, 26-27 
Demand Deposits, chart, showing amount of, 132, see deposits 
Democracy, in plan of organization of federal reserve system, 35-38 
Deposit Credit, inelasticity of, prior to federal reserve system, 17-18 
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Depositanes, government, apportionment of funds among, under old 
banking system, 25-27, use of federal reserve banks as, 101-107, use 
of individual banks as, during War and since, 104-107, of United States 
government, 106, amendment of Federal Reserve Act concerning, 107, 
see United States government 

Deposits, turnover of, 8-3, of member bank reserves in federal reserve 
banks, 41-47, elasticity of deposit currency under federal reserve 
system, 72-82, chart of member bank deposits, 1916-1938, 13a, time 
deposits and inflation, 130-133, velocity of deposits, 133-136, member 
bank reserve deposits, fluctuations in, due to gold movements and 
federal reseive policy, 147-150, insurance of bank deposits, 197, pay- 
ment of interest on, 197-198, see bank credit and member bank credit, 
see also federal deposit insurance and United States government 

Depression, of 1931-1932, emergency legislation for, 70-72, of 1931-1933, 
compared to others in the matter of bank failures, 79-80, federal re- 
serve credit, 154-156, see federal reserve policy 

Directors of Federal Reserve Banks, Class A directors of federal reserve 
banks, who and how elected, 36-37, Class B directors of federal reserve 
banks, who and how elected, 37, Class C directors of federal reserve 
banks, who and how elected, 37, duties, 37-38 

Discount Market, a broader one being created by federal reserve system, 
54-57, developed by federal reserve system, 94-95, see open-market 
operations 

Discount Policy, of federal reserve system, 137-140, see federal reserve 

Discount Rates, chart, 139, controlled by Board of Governors, 246 

Discounts, rates charged by federal reserve banks, how made effective, 
51, equilibrium of discount rates throughout the country, 57-58, bills 
discounted and other items of federal reserve bank credit, 136-144, 
chart, showing discounts of federal reserve banks, 1916-1938, 146, 
amount of bills discounted, 265, see federal reserve policy 

Districts, see federal reserve districts 

Dollar, grains of gold m present dollar, 110, gold content to be fixed by 
President, 212-213, silver dollar content of to be fixed by President, 
214-215 

Dollar Exchange, see acceptances, see also clearings and collections and 
exchange ^ 

Earnings of Federal Reserve Banks, 34 

Edge Amendment, 96-99 

Elasticity, lack of credit elasticity under old banking system, 8-19, chart, 
showing Canadian bank note seasonal elasticity and lack of seasonal 
elasticity in national bank notes, 1904-1914, 16, extent of, under 
federal reserve system, 61-82, of federal reserve notes, 65-68, emergency 
elasticity introduced by the Glass-Steagall amendment, 70-72, of 
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deposit currency under federal reserve system, 72-81; see deposits 
and federal reserve notes 

Eligible Paper, see acceptances W federal reserve banks 
Emergency Relief and Construction Act of 1932, enactment of and pro- 
visions, 163 

Emergency Banking Act of 1933, enactment of and provisions, 164, 
provisions of, 178-182, purposes of, i8a 
Exchange, defective exchange and transfer system prior to federal reserve 
system, 20-13, development of exchange and transfer system under 
federal reserve system, 83-99, foreign exchange and cleanngs and 
collections 

Exchange Charges, discounted by federal reserve banks, 91, effect of 
gold embargo and gold purchases on, 208-210 

F 

Federal Deposit Insurance, legislation for, 34, m revised Glass Bill of 1933, 
194, of bank deposits, 228-232, of bank deposits, pros and cons, 232-235, 
Federal Deposit Insurance Corporation, regulations for state banks 
obtaining benefits of, 32, return of pro rata shares, 166-167, provision 
in Banking ^ct of 1933, 197, functions and organization of, 228-229, 
capital, 229-230, permanent insurance, 229-231, permanent insurance 
fund, 236 

Federal Home Loan Act of 1932, enactment of and provisions, 161-163 
Federal Intermediate Credit Bank, 101 

Federal Open Market Committee, establishment and evolution of, aoo- 
204, organization and duties, 238-240 
Federal Reserve Agent, position, and how appointed, 37, functions of, 
in connection with federal reserve note arculation, 63-64 
Federal Reserve Banks, doors opened, 27, subscriptions to capital stock 
of, required of member banks, 32, capital stock of, 32-33, earnings 
of, 34, provisions for establishment and number of branches, 34; plan 
of organization, 35-38, directors of Class A, Class B, and Class C, 
and how elected, 36-37, officers how appointed, 37-38, sole depositaries 
of member banks’ legal reserves, 4I-43, additional powers for emer- 
gencies under the Glass-Steagall amendment of 1932, 70-72, eligible 
paper for rediscount by, 75-77, powers granted to, by the Glass-Stea- 
gall amendmentof 1932,79-81, currency shipments at expense of, under 
certain conditions, 90, exchange charges by, discontinued, 91, as 
government depositaries, loo-ioi, fiscal agents for government, i li- 
ny, open-market operations, 141-142, purchases of United States 
government securities, 142-144, secunty purchases in relation to mem- 
ber bank reserves, 147-150, departure from “bankers’ bank concept,” 
147-150, direct advances to individuals, partnerships, and corpora- 
tions, i8i, permitted to loan to non-member state banks, 181-182, 
changes in organization, 237, advances to member banks on time and 
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demand notes, 243-246, chart, showing amount of government se- 
cun ties held by, 1928-1938, 266, acceptance purchases, see acceptances; 
collateral loans made by, see collateral loans, discount policy of, see 
federal reserve policy 

Federal Reserve Bank Notes, description of 62-63, provisions for in 
Emergency Banking Act of 1933, 179-180, circulation of, 180-181; 
being retired, 227 

Federal Reserve Bank of New York, acceptance rate and discount rates, 
chart, 139 

Federal Reserve Board, power to require rediscounting for one federal 
reserve bank by another, 49-51, established foreign exchange division, 
95-96, “moral suasion” policy of, in 1929, 1 52-1 53, cited, 202-203, 
control of credit on registered securities, *24-225, title and other 
changes, 236-237, see Board of Governors 

Federal Reserve Clearing and Collection System, 83-91; see clearings 
and collections 

Federal Reserve Credit, uses of in connection with member bank deposits 
and federal reserve notes in circulation, 119-120, chart, showing total 
federal reserve credit outstanding, 1916-1938, 121, relationship to gold 
movements and money rates, 124-125, relationship to gold movements 
and money in circulation, 126-129, effect on, of dealing in government 
securities, 143, chart, showing principal items outstanding, 146, 
security speculation, 150-152, depression, use of, 154-156, outstanding 
in 1932, 160, outstanding in early 1933, 175, provisions of Banking Act 
of 1933 concerning, 195-196 

Federal Reserve Districts, minimum capital per district, required by 
law, 28, how determined, 28-29, map of United States, showing dis- 
tricts, 30, mobilization of reserves m, 47-48 

Federal Reserve Notes, collateral required and deposited with federal 
reserve agent, 63-64, gold reserve, 64-65, legal minimum reserve for, 
may be reduced in time of emergency, on payment of a graduated de- 
ficiency tax, 65-66, elasticity, 65-68, amount outstanding and col- 
lateral, 66, one federal reserve bank may not pay out those of another 
except on payment of tax, 67, possibility of further contraction of, 
67-68, chart, showing amount in circulation, 1926-1938, 69, Glass- 
Steagall emergency provisions regarding issue of, against United 
States government bonds, 70-72, relationship to federal reserve credit 
outstanding, 1 17, expansion of during the War, 124-125, relationship 
to gold movements and federal reserve credit, 126-130, retirement of, 
127, provision of Glass-Steagall Act of 1932 concerning, 159, not 
redeemable in gold, 2II, substitution for, by silver certificates, 222, 
no changes in character instituted in banking Act of 1935, 24S-249, 

Federal Reserve Policy, equilibrium of discount rates throughout country, 
58, “cushion” effect of federal reserve credit, 124-125, effect on member 
bank reserves and gold movements, 124-129, discount rates and open- 
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market operations, 136-144, discounts, 137-141, chart, showing 
fluctuations m discount rates and open-market buying rates of Federal 
Reserve Bank of New York, 1919-1938, 139, support of the acceptance 
market, 141-144, business activity, 144-147, chart, showing fluctua- 
tions in principal items entering into federal reserve credit outstanding, 
146, financial crises and federal reserve policy, 147-150, purchases 
of government securities, 149-130, security speculation and federal 
reserve policy, 150-154, “moral suasion,” use of in 1949, 154-154, de- 
pression of 1 949-1 93 1 , i 54-1 56, control of reserve requirements by Board 
of Governors, 441 , see open-market operations 

Federal Reserve System, contractility of circulating credit, 81-84, 
stabilizing influence for member bank reserves, I4g, did not lessen 
seventy of business cycle, 136-137, prevented panic after Great Britain 
went off gold, 157, unable to prevent banking panic of 1933, 173-176, 
admission of mutual savings banks and Moms Plan banks, 199-400, 
membership facilitated, 446-447, recent monetary legislation hinders 
system’s functioning as central bank, 463-471 

Fiscal Agents of Government, federal reserve banks serve as, 100.107, 
valuable services of federal reserve banks during War, 104-105 and 
ni-117 

Float, how handled under old banking system, 41-43, under federal re- 
serve system, 83-99, evils of, under old banking system largely elimi- 
nated under federal reserve system, 89-90, 94J see cleanngs and collec- 
tions 

Foreign Branches, of American national banks, established, 96 

Foreign Exchange, difficulties with, prior to federal reserve system, 
43-44, federal reserve system and foreign exchange, 94-96, banks 
organized under federal charters to carry on, 96-99, exchange rate 
depreciation, 186 

Foreign Trade, acceptances and foreign trade, chart, 98, see Edge 
Amendment 

Franchise Tax, on earnings of federal reserve banks, 33, amount paid by 
federal reserve banks through 1937, 34, discontinuance of payment, 

400 ^ 

Gilbert, S Paiker, mentioned, 454 

Glass-Steagall Act of 1932, relation to federal reserve notes, 70-71, 
emergency measure relating to collateral loans, 79-81, enactment of 
and provisions, 158-159, results, 159-161, see Banking Act of 1933 

Gold, reserves of gold certificates may be reduced in time of emergency, 
65-66, emergency legislation to free gold, 70-72, United States bonds 
no longer payable in, 72, circulation outlawed, 108-109, as pnmary 
reserve funds, 118-119, monetary stock of, in United States, 1916- 
1938, chart, I 4 I, mobilization of gold in reserve banks, 124-124, 
suspension of payments of, 184-185, embargo on exports of, and abro- 
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gation of "gold clause,” 187, Secretary of the Treasury to presenbe 
conditions for using, 21a, purchases authori2ed, 214-215, Treasury 
holdings in 1934, 220, reduction in dollar content of, increased reserves, 
251-252, see also reserves 

Gold Certificates, as collateral for federal reserve notes, 64, amount of, 
held against federal reserve note issue, 64-65, in circulation, 1916- 
1938, chart, 121, provisions of Gold Reserve Act of 1934 concerning, 
210-211, “old” gold certificates withdrawn fiom circulation, 211, 227 
Gold Dollar, weight of, to be fixed by President, 190 
Gold Movements, during the War, to United States, 124-125, 1922-1925, 
127, 1925-1931, 127-219, from United States, in 1931, 157-158, in 
1932, 161, to United States, in 1934, 251, see gold 
Gold Purchase Plan, provisions and results, 205-208 
Gold Redemption Fund, may be counted as part of legal reserves, 64-65 
Gold Reserve Act of 1934, enacted and provisions of, 210.215, put into 
effect, 215-216 

Gold Settlement Fund, set clearings and collections and interdistnct 
settlement fund 

Gold Standard, world departure from, 122-123, world return to, after 
War, 123-124, departure from by Great Britain, 157, abandonment 
of by United States, 184.185, definition of, 1840, de facto, in United 
States after Gold Reserve Act, 216-218, see also gold 
Gold Sterilization, 257-261 

Greenbacks, issue authorized by Thomas Amendment, 189 
H 

Hoarding, in Treasury vaults before federal reserve system, 25-27, 
1927-1938,70 ^ 

Index of Industnal Production, chart for United States, 1916-1938, 146 
Industrial Committee, for making industrial advances, 165-166 
Industrial Production, chart, 146 

Inelasticity, of credit under old banking system, 8-ig, of bank notes 
under old banking system, 11-17, chart, showing long-time inelasticity 
of national bank notes — incapacity for expansion during a penod of 
rapid national growth, 14, chart, showing seasonal inelasticity of 
national bank notes, 16, of deposit currency under old banking system, 
17-18, evil results of credit inelasticity, 18-19 
Inflation, Glass-Steagall Act, emergency provisions for temporary en- 
couragement of, 70-72 and 79-81, of member bank credit and remedial 
measures, 130-136, time deposits in relation to, 130-133, velocity 
of deposits in relation to, 133-135, effects of brokers’ loans for account 
of “others” upon inflation and remedies in 1931, 135-136, of securities 
and federal reserve policy, 150-152, struggle against, in 1929 by 
Federal Reserve Board by use of “moral suasion,” 152-154, hesitant 
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policy of Federal Reserve Board in 1928, 156, possibilities of, under 
Thomas Amendment, 188-192, extent possible under federal reserve 
system, 252-253 

Insurance, of bank deposits, 197, see federal deposit insurance 
Interdistrict Settlement Fund, 53-54, description of, 92-94 
Interest, on demand deposits, 107, on bank deposits, 197-198, see dis- 
counts, money rates and federal reserve policy 

K 

Kemmerer, Edwin W , cited, icon, I33n, lypn, 1850, igon, 2050, 2150, 
21 8n, 2590 

Kmley, David, cited, 9 

Leadership, lacking under old banking system in times of emergency, 3 
Legal Tender, provision for federal reserve notes, 72 
Legislation, emergency banking requested by President in 1933, 177-178 
Liberty Bonds, extensive use of in collateral loans, 78, financing by 
federal reserve banks, 111-116 
Liberty Loans, effect on depositary system, 104-105 
Loans, made by federal reserve banks directly to individuals, partner- 
ships and corporations, 163-164, capital loans to industries or com- 
mercial businesses, 165-167, on notes of member banks, 181, real estate, 
national bank restrictions on, relaxed, 247-248, see collateral loans 

M 

Map, showing federal reserve districts, 30 

Member Banks, must purchase stock in federal reserve banks, 32-33, 
grouped into three classes for electing federal reserve bank directors, 
number and capital of groups, 35-36, as depositanes of government 
funds, 101-102, credit provision of Glass-Steagall Act of 1932 con- 
cerning, 159, loans to, by federal reserve banks, 181, advances on 
time and demand notes hy federal reserve banks to member banks, 
243-246, chart, showing amount of government secunues held, 266 
Member Bank Credit, inflation of, and remedial measures, 130-136, chart, 
1916-1938, 132, time deposits in relation to, 130-133, use of in brokers’ 
loan market and inflation, 135-136, 4-6 months commercial paper rate, 
chart, 139, rates charged customers, 138-140, use of in speculation, 
1 50-1 52, Federal Reserve Board statement on use of in speculation, 
152-153, control of credit used for speculative purposes, 223-225 
Member Bank Reserves, all deposited in federal reserve banks, 42-43, 
legal reserves on deposit with federal reserve banks, 47, mobility of 
reserves, mter-district, 48-58, mobility of reserves, intra-district, 
58-60, emergency legislation of 1932 to relieve pressure upon, due to 
lack of eligible paper, 750, chart, showing member bank deposits in 
federal reserve banks, 1916-1938, 121, effect of open-market operations 
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of federal reserve banks upon, 126-129 147-150, requirements 

altered, 240-242, chart, 250, problem of excess reserves, 249-261 
Miller, Dr A C , cited, 267-269 
Monetary Gold Stock, see gold 

Money in Circulation, bonds bearing circulation pnvilege, 1211, inelas- 
ticity in national bank-note circulation, charts showing, 14 and 16; 
chart, showing elasticity and amount of federal reserve note circulation, 
and amount of other kinds of money, 1926-1938, 69, hoarding, 1929- 
1938, 70, relation to gold movements and federal reserve credit, 126- 
130, chart, showing amount of, 132, see also federal reserve bank notes 
and national bank notes 

Money Rates, see interest, buying rate of federal reserve banks for open- 
market operations in acceptances, see open-market operations, cus- 
tomer-bank rates, see member bank credit, federal reserve bank 
discount rates, see federal reserve policy 
Mobility, of reserves, under federal reserve system, inter-district, 48-58, 
intra-district, 58-60, of funds through the gold settlement fund, 92-94 
Mobilization of reserves under federal reserve system, 47-48, of gold in 
central banks, 122-124, of reserves, amendment of 1917, 122 
“Moral Suasion,” 152-154, see federal reserve policy 
Morris Plan Banks, eligible for membership in federal reserve system, 
apn and 199-200 

Mutual Savings Banks, provision for admission to federal reserve system, 
2gn and 199-200 

N 

National Agricultural Credit Corporation, loi 

National Banking Laws, minor amendments to, in Banking Act of 1935, 
249 

National Banks, as depositaries of government funds, 25, must join the 
federal reserve system, 29, number of m the United States, 31, may 
own stock in banks organized under “Edge Amendment,” 96, allowed 
to issue preferred stock, 179, restrictions on real estate loans relaxed, 
247-248 

National Bank Notes, reasons for inelasticitv, ii-i3, bonds bearing 
circulation privilege, I2n; charts, showing inelasticity of, 14 and 16, 
under federal reserve law, 61-62, circulation extended, 1932, 161-163, 
all retired, 225-227 

National Credit Corporation, to alleviate banking situation after crash 
of 1929, 169-170 

National Monetary Commission, mentioned, 9 
New York Clearing House, see brokers’ loans 

Notes, United States and Treasury of 1890, reserves, 212, Treasury of 
1890, being retired, 227 
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O 

Open-market Operations, of federal reserve banks, described, 51-54, of 
federal reserve banks, relation to discount rates, 52, acceptance rate, 
chart, 139, of federal reserve banks, I41-I44, to end deflation, 160, 
provisions for in Thomas Amendment, 189-190, Banking Act of 1933, 
provisions, 200-204, expanding basis of bank credit, 249-251 
Organization Plan of Federal Reserve System, democracy of, explained, 

35-38 

Out-of-town Checks, see clearings and collections 
P 

Par-clearing and Collection System, description of under federal reserve 
system and membership in, 87-91, see also clearings and collections 
Pitt, Courtnay, cited, Preface 
Policy, see federal reserve pobcy 
Price Level, effect of gold purchase plan on, lorj-iaZ 
Primary Reserves, see gold 
Profits of Federal Reserve Banks, 74-75 

Promissory Notes, of member banks, 77, collectible under federal reserve 
clearing and collection system, 91, rates on customer-bank, see 
member bank credit, rates on open market, see open-market operations 

R 

Rates, see money rates 

Reconstruction Finance Corporation, functions of, 169.170, unable to 
prevent panic of 1933, 174, purchase of gold by, 206-207 
Rediscounting, negligible under old banking system, 18, by one federal 
reserve bank for another, 49-51, emergency measure for, 65-66, and 
75-77, by federal reserve banks for member banks, kinds of paper 
eligible for, 77-78, rates on, see federal reserve policy, see also discounts 
Reserves, importance of cash reserves under old banking system, 4, 
scattered prior to federal reserve system and therefore ineffective, 
4-6, immobile under old banking system, 6-7, district centralization 
of, under federal reserve system, 41-47, requirements for member banks 
under Federal Reserve Act, 41-43, provisions of the National Bank 
Act, 44n, legal percentages required under Federal Reserve Act, 44-46, 
inter-distnct mobility of, under federal reserve system, 48-58, intra- 
distnct mobility of, under federal reserve system, 58-60, gold cer- 
tificate reserve required against federal reserve notes, may be reduced, 
65-66, legal reserves against deposits of federal reserve banks, 73-74, 
member bank reserve, how increased by rediscounting, 75, new power 
of Board to vary requirements of, 82, held against government de- 
posits, 106-107, provision of Thomas Amendment for, 191, legal re- 
quirements changed, 211-212, plan of Committee on Bank Reserves, 
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242-243, changes m requirements should be avoided, 254, problem of 
excess reserves, 249-261, see gold and member bank reserves. 
“Revalorivation Profit,” iio-m 
Riddle, J H , cited, 2550 
Riefler, W W , cited, 1380, i3gn, 14111 

Routing of Checks, under old rdgime, 21-23, gradu.illy eliminated under 
federal reserve system, 90, see clearings and collections 
Roosevelt, President Franklin D , cited, 205-206 


's 

Secretary of the Treasury, apportioning government funds among de- 
positaries under old banking system, 26, depositing government funds, 
I00-I02, cited, 107 and 116 

Security Speculation, relation to federal reserve policy, 150-154 
Silver, provisions of Thomas Amendment for, 190, President authorized 
to fix weight of silver dollar, 214-215 
Silver Purchase Act of 1934, enactment and provisions of, 218-220, terms 
complied with, 220-221, bearing on federal reserve system, 222-223 
Smith, James G , cited. Preface 
Spahr, Walter E , cited, 142 

Speculation, federal reserve credit and speculation, 1 50-1 52 
Stabilization Fund, no and non, resulting from gold "profit,” 213-214 
State Banks, may join the federal reserve system, 2g, number of members 
of the federal reserve system, 29-31, number of, in the United States, 
31, regulations for obtaining government deposit insurance, see 
also member banks 

Sterling Bills, decline in relative importance of 95 
Sterilization of Gold Imports, see gold sterilization 
Strong, Governor, cited, 103-104 

Sub-treasunes, as depositaries of government funds, 25, abolition, 108 
Surplus of Federal Reserve Banks, manner of accumulation and size, 
33-34 

Suspensions, see bank suspensions 


T 

Tax, graduated deficiency tax on reserve held against federal reserve 
notes, 65-66, on paying out federal reserve notes of another federal 
reserve bank, 67, see franchise tax 

Thomas Amendment, gold weight of dollar, 109-110, provisions and 
enactment of 188-192, greenback issue, 2230, part repealed by Banking 
Act of 1935, 239, 

Thompson, Henry B , cited. Preface 

Time Deposits, chart, showing amount of, 131, see also deposits. 

Tippetts, Charles S , cited, 320 
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Trade Acceptance, use of, encouraged by federal reserve system, 54-55, 
nature of, 55-56, collectible under federal reserve clearing and collec- 
tion system, 91, see also acceptances 

Treasury, hoarding in Treasury vaults before federal reserve system, 
25-27, growing importance of central banking functions of treasury and 
government, 263-0170, see also Secretary of the Treasury 
Trust Companies, may join the federal reserve system, 29, see also 
member banks. 

Turnover of Deposits, see velocity of deposits 

U 

United States Government, pnees of government bonds bearing circula- 
tion privilege, 1880-1914, chart, 14, fiscal needs of government ill- 
supplied by old banking system, 25-26, difficulties with government 
deposits before the federal reserve system, 26, bond-secured bank 
notes, 61-63, emergency provision of Glass-Steagall amendment to 
permit issue of federal reserve notes against government securities, 
70-72, paper used for purchasing government secunties eligible for 
rediscount at federal reserve banks, 100-102, provision concerning 
deposits of, 100-102, further deposit provision needed under con- 
ditions prevailing, 100-106, depositaries, kinds and amount of de- 
posits held, 106, reserves held against government deposits, 104, 
amendment of Federal Reserve Act in 1928 concerning government de- 
positaries, 106-107, failure of depositaries in 1933, 107, sub-treasunes 
abolished, 108, liberty bond financing by the federal reserve banks, 
111-116, federal reserve policy on selling secunties of, 143-144 

United States Government Bonds, bearing circulation pnvilege, I2n, no 
longer payable in gold, 72, carrying circulation privilege redeemed, 
225-227 

United States Government Securities, held as collateral for federal re- 
serve notes, 72, chart, showing amount bought by federal reserve 
banks, I46, increase in purchases of, due to Glass-Steagall Act of 1932, 
159, federal reserve bank holdings increase, 249-250, plan of selling 
by federal reserve banks to solve excess reserve problem, 254-255, 
chait, showing amount held by federal reserve and member banks, 
1928-1938, 266 

United States Notes, see greenbacks 

United States Supreme Court, decision on "gold cases,” 187-188 
V 

Velocity of Demand Deposits, chart, 131, relation to expansion and in- 
flation, 1928-1929, 133-136, proposed legal reserve req^uirements based 
on deposit velocity, 242-243, see also member bank deposits 
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Westerfield, Ray B , cited, aijn 

Whittlesey, C. R , cited. Preface 

Wholesale Commodity Price, index of, i86 and 207-208 

Wickens, David L , cited, l68n 

Willis, H. Parker, cited, 840 



